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a man looks back 


For forty years he trod a trail that ran between 
his office and his home and for forty years made 
every client's problems his problems too. Came 
then the day when for the last time he prepared 
to lock his office door and once more travel down 
that well-worn trail. For the last time too he 
closed the covers of a long-familiar book, and as 
he pondered how that book had served his needs, 
Le Grand J. Woods, Esq. of Corpus Christi, 
Texas, of his own accord sat down and wrote 
to us 


"lam retiring from the practice of law— 
but | want you to know how much | have 
enjoyed and appreciated your great 
works. No successful lawyer can get 
along without them and would be very 
foolish to attempt to do so. | feel in- 
debted to Shepard's Citations for 
whatever success | may have had in the 
practice of law for 40 years.’ 


What greater tribute could we hope to earn? 


Shepard’s Citations 
Colorado Springs 
Colorado 
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FOREWORD 


The ownership and use of land have always been of prime concern to 
the economist, the political scientist, the lawyer, and the philosopher. Dynas- 
ties and even entire civilizations are built around specific methods of land 
tenure and the revolutionist must necessarily attack the property status quo 
if he would preserve the fruits of his victory. The American revolutionists, 
following the lead of Thomas Jefferson in Virginia, abolished primogeniture 
and entailed estates in their drive to break the stranglehold of a landed aris- 
tocracy. The Chinese Communists, at one stage mislabeled “agrarian re- 
formers,” offer a contemporary example of how closely the ownership of 
land is tied to governmental policy and political theory. 

History discloses that the institution of property has been shared by 
all peoples, even the most primitive. Concepts of property have changed, 
and indeed are changing still, but the institution itself has remained a 
constant for all societies. The evolution of property has been upward from 
primitive ideas of collective ownership toward the more sophisticated con- 
cept of private ownership,! subject only to necessary controls by the state 
as a matter of public policy. Property, however conceived, is a creature of 
law. Where law begins property begins; where law ceases property ceases. 
Realistically there can be no property in an anarchy. As lawyers we do 
not view property as the thing (res) itself but rather as the legal relations 
between individuals in regard to a thing, e.g., land. As society becomes 
more complex so do these legal relations and hence the law of land itself 
becomes more and more involved. 

“The institution of property is the embodiment of accidents, events 
and the wisdom of the past. It is before us as clay into which we can 
introduce the coloration and configuration representing our wisdom. How 
great, how useful the new ingredient may be will largely determine the 
future happiness, and perhaps the continued existence of our society.”? In 
this statement Professor Powell is talking directly to lawyers about their 
role in shaping the future of the institution of property. He calls for 
“statesmen of property” who thoroughly understand the history and nature 
of our present system so that they may wisely guide its future evolution. 
The law of land must be responsive to the needs of the modern world and 
here lies a challenge to every lawyer who deals in the realm of real estate. 

Usually the lawyer approaches the practical problems of real estate 
without thinking about their significance to society as a whole. But he is 
quick to recognize their importance to his own practice. In a 1950 survey 
by the Illinois State Bar Association the lawyers ranked real estate law 
second in their field of interest, just behind probate and trust law (which 


1 The trend has had its throwbacks, as witness the state socialism of Nazi Germany 
and the present situation in Russia. 
21 Powe Lt, Reat Property 34 (1949). 








of course is largely real property) and just ahead of civil practice and 
procedure. This interest is borne out by the ready sale for literature on real 
property even though the writing already done in this area is immense. In 
the fall of 1949 the Law Forum carried a symposium on “Illinois Real Estate 
Transactions” and the response of the bar was enthusiastic. That issue 
was a straightforward presentation of basic problems in the transaction— 
contracts, escrow agreements, merchantability of title, deeds, and tax as- 
pects. The present issue of the Law Forum contains the first half of a 
symposium on “Current Real Estate Problems.” This symposium will 
deal with some of the more specialized problems which face the lawyer, 
whether he be a real estate expert or a general practitioner. 

The issue opens with the discussion of a device which, since the end 
of World War II, has become an accepted method of long-term financing 
—‘Sale and Leaseback Transactions.” Tax considerations are paramount 
where this device is used and the authors take into account the provisions 
of the internal revenue code of 1954. They explore the advantages and 
disadvantages to the seller-lessee and to the investor-lessor as well as various 
aspects of the sale and the lease. The article includes a bibliography of the 
principal literature on the subject. 

“Land Trusts” are a peculiarly Illinois institution which have been 
developed to facilitate the handling of certain types of real estate trans- 
actions. The second article contains a statement of the history of land 
trusts, their practical uses, and the sundry legal problems involved. The 
author has appended a standard form of deed in trust and a land trust 
agreement which illustrate the usefulness of this device. 

The building boom of the post war years has created many legal 
problems but none more interesting than that discussed in the third article, 
“Shopping Centers—The Role of the Lawyer.” Almost every phase of 
real estate law may be involved in a modern shopping center but the author 
has isolated for discussion those problems that are the most critical. 
Realizing the impossibility of separating the legal from the non-legal, 
the author has used a practical, how-to-do-it approach that illuminates the 
lawyer’s role in a complex enterprise. 

The recent spectacular growth of residential subdivisions has forged a 
new edge on an old tool—“Restrictive Covenants.” Long used by lawyers, 
the restrictive covenant needs to be re-examined because of its current utility. 
The issue closes with a discussion of the creation, constitutional status, 
enforcement, and elimination of restrictive covenants. The author also 
covers the drafting problems and sets out proposed form deed restrictions 
which may be used as a guide in preparing such covenants. 


Joun E. Crisset 
Editor, Law Forum 


3 This issue has been out of print for some time. 








SALE AND LEASEBACK TRANSACTIONS 


BY FRANK C. BERNARD AND 
SIDNEY M. PERLSTADT * 


THE SALE AND LEASEBACK DEVICE has, in the period following 
the end of World War II, become an accepted method of long-term 
financing. This article is not intended to explore the financial and economic 
pros and cons of sales and leasebacks.’ It is directed to the practicing lawyer 
who will be called upon to render legal advice and to draft the documents 
and close the transaction. While the practicing attorney does not occupy 
the role of a financial adviser, economist, or accountant, he cannot entirely 
close his eyes to the practicalities of the transaction, particularly since tax 
consequences weigh so heavily. Thus, any approach to the strictly legal 
phases of these transactions must necessarily presuppose at least some back- 
ground in their financial and economic aspects. 

A typical sale and leaseback transaction has been aptly described as 
follows: 

“(1) A business corporation, usually with large real estate holdings, 
sells its land and buildings to a life insurance company or chari- 
table institution such as a university at the depreciated book value 
of the property. 

“(2) Simultaneously with the sale, the business corporation obtains a 
long-term lease of the property, often running for twenty or 
thirty years, at a rental which will provide for complete amorti- 
zation of the purchase price plus a net return to the investor of 
34% to 44%4% over the period of the lease. 

“(3) In addition the lease contains a series of provisions whereby the 
lessee agrees to pay the taxes, insurance, and maintenance costs 
on the property as well as providing any alterations and improve- 
ments,” 2 


* FRANK C. BERNARD. Ph.B. 1929, J.D. 1930, University of Chicago; 
chairman Real Property Law Committee, Chicago Bar Association, 
1954-55; member of the firm Sonnenschein, Berkson, Lautmann, Levin- 
son, & Morse, Chicago, Illinois. 

SIDNEY M. PERLSTADT. Ph.B. 1928, University of Chicago; J.D. 
1942, DePaul University; member of the firm Sonnenschein, Berkson, 
Lautmann, Levinson, & Morse, Chicago, Illinois. 


1 The reader who is interested in an analysis of these factors is referred to: Cohen, 
Long Term Leases, Mich. Bus. Studies, Vol. XI, No. 5 (1954); Cary, Sale and Lease- 
Back of Corporate Property, 27 Harv. Bus. REv. 151 (1949); Wilson, Sale and Lease-Back 
—A Re-Appraisal, 4 Western Res. L. Rev. 318 (1953). 


2 Wilson, supra note 1. 
635 
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ADVANTAGES AND DISADVANTAGES TO 
THE SELLER-LESSEE 


Comparison of Sale and Leaseback with Long-Term Borrowing 


Advantages. Typical insurance code provisions limit mortgage loans 
made by life insurance companies to a stated percentage of the value of the 
security. These limitations do not apply to real estate purchases, hence 
the seller normally receives the entire cost of the property, including all 
improvements, or its full fair market value. This means that the party 
seeking financing can obtain a greater amount of cash through a leaseback 
than through conventional mortgage borrowing. For the business that has 
substantial investments in brick and mortar with a dire need to convert these 
into working capital, this differential can be decisive. 

If the transaction is properly conceived, the rental payments under 
the lease, representing an amortization of both land and building, will be 
fully deductible as expense for income tax purposes. 

From an accounting standpoint, future installments of rent are not 
regarded as liabilities to be reflected as such in the company’s balance 
sheet.® This result is claimed, by some, to present a more favorable financial 
statement and raise the company’s credit standing over that which would 
occur had borrowing been resorted to. Others contend that this reasoning 
is self-delusion and that its consequences can result in disaster.® 

Finally, many concerns, after having already borrowed heavily either 
under restrictive indentures limiting the further borrowing of funds, or 
under blanket mortgages covering after-acquired property, are confronted 
with a need for plant expansion without the means of raising the necessary 
capital. A sale and leaseback arrangement is peculiarly suited to a company 
in this plight.” 

Disadvantages. The interest factor upon which the rental will be based 


3 See, for example, ILu. Ins. Cope § 125(1) (e), authorizing investments in mortgages 
on unencumbered real estate “worth at least fifty per centum more than the amount 
loaned thereon.” (Itt. Rev. Srat. c. 73, § 737(1) (e) (1953).) 

‘In appraising property, the appraiser is placed somewhat in a dilemma. One of 
the elements of the appraised value of the property is the so-called economic value 
obtained by capitalizing the income. Since the yearly rental will be a stated percentage 
of the purchase price to the investor, this leads to a vicious circle if the purchase price 
is to be based upon “value.” 

5It has been suggested that accounting practices should be revised so that the 
leasehold estate will be carried as a diminishing asset and future installments of rent 
as a liability. Cannon, Danger Signals to Accountants in “Net-Lease” Financing, 85 J. 
AccounTANcy 312 (1948). 

®Cary, Corporate Financing Through the Sale and Lease-Back of Property: 
Business, Tax, and Policy Considerations, 62 Harv. L. Rev. 1, 11-13 (1948); Wilson, 
supra note 1, at 322. 

7 There is a present tendency to include in the restrictive provisions of corporate 
indentures express prohibition or limitation upon the making of sale and leaseback deals. 
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will normally be slightly higher than prevailing rates for funds borrowed 
on a long-term basis. In most instances, this is regarded as a small penalty 
to pay for the advantageous features of the device. 

As pointed out elsewhere in this article, it is usually unwise to grant 
the lessee an option to repurchase. Without an option to repurchase, the 
lessee has nothing comparable to a call or prepayment privilege which is 
common in the case of a long-term loan. Furthermore, when the primary 
term and all extension options have expired, the lessee, as in the case of 
any other expired lease, has nothing, since the lessor then comes into the 
enjoyment of its reversion.® 

The lease may contain restrictions on the lessee’s power of alienation 
of the leasehold estate. Even if it does not, and particularly as time goes 
by, the chances of the lessee to realize upon the value of the leasehold estate, 
if the lease should become burdensome, are materially less than in the case 
of fee ownership. In the latter case, not only does the owner have a readily 
marketable asset, but a prospective purchaser has relative freedom in 
arranging the financing of the purchase. 

Another distinct disadvantage of having only a leasehold interest is 
that it is extremely difficult, and in many instances impossible, for the 
tenant to finance the construction of additions to the plant, once the lease 
has been made. In many cases the lease prevents the tenant from mortgaging 
the leasehold. Even if mortgaging is permitted, it may be impossible to 
obtain this type of financing. The only practical alternative is for the tenant 
to obtain a special agreement from the landlord, before the commencement 
of construction of improvements or additions, to pay the cost thereof and 
obtain reimbursement by means of increased rent under the lease. 


Comparison with Other Lease Transactions 


Assuming that a business requires expansion of its space or acquisition 
of new space, the owners have two choices for accomplishing this objective 
without borrowing funds and without tying up working capital. Obviously, 
if they can find suitable space in existing improvements or can arrange for 
the owner of vacant land to construct improvements for them, there will be 
no occasion for a sale and leaseback transaction. 

However, in many instances, the businessman will find it to be a 
distinct advantage to be able to select a location for his new plant, to plan 
its construction tailored to his own needs, and to have direct control over 
the building contractor who constructs the improvements and over con- 
struction costs. The sale and leaseback is admirably suited for this type 
of a situation. Ordinarily, the insurance company or other investor will 
issue a commitment to purchase the land and improvements, after com- 
pletion, at a price to be determined upon the ascertainment of the actual 


8 See discussion regarding “rejectable offers” p. 641 infra. 
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cost of construction, with a ceiling or other form of limitation upon ultimate 
price. Construction is financed either by the temporary use of the seller’s 
own capital or through interim financing. Since the investor’s primary con- 
cern is with the security afforded by the lease, the seller-lessee is usually 
afforded great latitude as regards changes in plans and specifications which 
do not materially affect the ultimate value of the improvements. 


TAX CONSIDERATIONS OF SELLER-LESSEE 


When the financing is by means of a mortgage loan, the mortgagor is 
entitled to income tax deductions for the interest paid and for depreciation 
of the improvements. In the sale and leaseback method of financing, the 
lessee claims a deduction for rents in lieu of interest and depreciation. 

The major tax advantage claimed for the sale and leaseback is that the 
rents will, for tax purposes, amortize the entire cost of the property whereas 
the depreciation deduction will permit an amortization of the cost of the 
improvements only—not the cost of the land.® The sale and leaseback is 
particularly advantageous where the value of the land is large in relation 
to the value of the improvements. Since the term of the lease is generally 
shorter than the life of the property for depreciation purposes, the sale and 
leaseback also provides the equivalent of accelerated depreciation. 

Except in case of newly constructed property, the amortization by 
means of rent deductions writes off the value of the property at the time 
of the sale rather than the original cost. If the value is less than the de- 
preciated cost and the property is sold for its then value, a tax loss may be 
claimed on the sale. If the value is greater than the depreciated cost, there 
may be a capital gain on the sale. A tax advantage may arise from a sale at 
a profit since the gain may be taxed at capital gain rates and the rents may 
be deductible at the higher normal and surtax rates. A sale and leaseback of 
fully or substantially fully depreciated property may permit a second 
round of amortization for tax purposes. 

These tax advantages may sometimes prove illusory when the net cost 
after taxes of the sale and leaseback is compared to the net cost after taxes 
of a mortgage loan, particularly after taking into account the loss of the 
residual value of the property in those instances where the lessee is not 
afforded an option to repurchase.° 


Accelerated Depreciation 


The tax advantage of the rent deduction has been affected to some ex- 
tent by the 1954 Internal Revenue Code! which permits two methods of 


®Cary, Tax Aspects of the Sale and Lease-Back of Corporate Property, N.Y.U. 
7TH Inst. ON Fev. Tax. 599 (1949); Note, 60 Yate L.J. 879 (1951). 

10 See Lassers, Does a Lease-Back Save You Money?, 32 Taxes 279 (1954), for an 
analysis of the factors to be considered in comparing the net cost of a sale and lease- 
back with that of mortgage for an equivalent amount. 


11InT. Rev. Cope or 1954, § 167(b). 
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accelerated depreciation, not previously permissible. These methods are 
the declining balance method at a rate not in excess of 200 per cent of the 
straight line rate, and the sum of the years-digits method. Under the de- 
clining balance method a uniform rate of depreciation is applied each year 
against the unrecovered cost of the property which is reduced by the 
depreciation claimed in prior years.'2 Under the sum of the years-digits 
method, the annual depreciation is computed by applying changing fractions 
to the cost of the property. The fraction for each year is the number 
corresponding to the remaining useful life, divided by the sum of all the 
years-digits corresponding to the estimated life of the property.1* The 
deduction of accelerated depreciation is permissable only for newly con- 
structed property which is completed after December 31, 1953, or acquired 
after December 31, 1953, if the original use commences with the taxpayer 
and commences after such date.'* 

Although the acceleration methods permit larger depreciation deduc- 
tions in the earlier years, the cost still has to be depreciated over the entire 
useful life of the property. Assuming a forty-year life and no salvage value, 
under the declining balance method at 200% of the straight line rate, the 
property will be approximately 40% depreciated after ten years, 64% after 
twenty years, and 72% after twenty-five years. Similarly, under the sum 
of the years-digits method, the property will be approximately 43% de- 
preciated after ten years, 74% after twenty years, and 85% after twenty- 
five years. Under the usual straight line method, the property after twenty- 
five years will be 624%% depreciated. However, under a twenty-five year 
leaseback for property of a similar life, the entire cost will be amortized 
after twenty-five years, including the cost of the land. 

To continue the comparison, the sum of the years-digits method of 
depreciation will average a slightly higher annual deduction over the first 
ten years as compared to the rent deduction, while the declining balance 
method will average about the same. Thereafter, the annual rent deduction 
will be higher than either method of depreciation. In both cases, the rent 
deduction was considered without amortization of land cost or inclusion 
of the interest factor. Furthermore, the sum of the years-digits method is 
not as favorable as it would seem from the above illustration because the 
amount to be depreciated has to be reduced by salvage value of the prop- 
erty.15 

An evaluation of the comparative tax advantages of the sale and lease- 


12 Proposed Regs., § 1.167(b)-2, 20 Fep. Rec. 8458 (1955). 

18 Proposed Regs., § 1.167(b)-3, 20 Fep. Rec. 8459 (1955). If the estimated 
life is 40 years, the sum of the years-digits is 820 consisting of 1 + 2 +3 +4... + 40. 
The fraction for the first year is 40/820, for the second year 39/820, the third year 
38/820, etc. 

14InT. Rev. Cope or 1954, § 167(c). 

15 Proposed Regs., § 1.167(b)-3(a) (1), 20 Fep. Rec. 8459 (1955). 








640 CURRENT REAL ESTATE PROBLEMS _ [VoL. 1955 


back and of accelerated depreciation requires the use of such factors as 
the term of the lease, the useful life of the property, its salvage value, and 
cost of the land. If a generalization is to be made, it is that the new methods 
of accelerating depreciation do not appear to have deprived the sale and 
leaseback of its tax advantage except perhaps in properties erected or ac- 
quired after December 31, 1953, and in those instances where the term of 
the lease is substantially equal to the depreciable life of the property, and, 
furthermore, where the value of the land is small in relation to the improve- 


ments. 


Deductibility of Rents Paid 


Ordinarily, rents paid under a lease are deductible as trade or business 
expenses.'® However, the Internal Revenue Service and the courts are 
concerned with substance and the realities of the situation;17 if the sale 
and leaseback is something other than what it appears to be, the rent de- 
duction may be disallowed, in whole or in part. If the lessee is considered 
as the owner of the property for tax purposes, then depreciation may be 
allowed in lieu of rent. 

A lease with an option to repurchase is subject to a tax risk.1* The 
1954 Code allows a deduction for rents paid on “property to which the 
taxpayer has not taken or is not taking title or in which he has no equity.” 19 
If the lease contains an option to repurchase under such favorable terms 
that the lessee would be likely to exercise it, then the lessee might be con- 
sidered as having an equity in the property and the rental deductions may 
be disallowed. In determining whether such an equity exists, the Tax Court 
has used an objective test as to whether, as a result of the rental payments, 
the lessee is acquiring something of value other than the mere use of the 
property.2° However, the Court of Appeals for the Fifth Circuit has dis- 


16 INT. Rev. Cope or 1954, § 162(a) (3). 

17 Griffiths v. Comm’r, 308 U.S. 355, 60 Sup. Ct. 277 (1939); Higgins v. Smith, 308 
USS. 473, 60 Sup. Ct. 355 (1940). 

18See Cousins, The Deductibility of Lessees’ Payments Under Lease Agreements 
With Option to Purchase, 5 AM. Univ. Tax Inst. Lectures 293 (1953); Siegel, Options 
to Buy or Renew Contained in a Lease, N.Y.U. 61H Inst. ON Fep. Tax. 990 (1948). 
These articles deal with an ordinary lease with options rather than a sale and leaseback, 
but the tax considerations are the same. 


19INT. Rev. Cope or 1954, § 162(a) (3). 


2°9Breece Veneer & Panel Co., 22 T.C. 1386 (1954). Under the Tax Court’s test, 
a lessee with an option to purchase is considered as having an equity in the leased 
property if the periodic payments exceed the depreciation plus a reasonable return to 
the lessor, or if the option price is below a reasonable estimate of the value of the 
property at the time when the option may be exercised as determined at the time of 
entering into the agreement. Elizabeth Benton, 9 CCH Tax Ct. Mem. 811, P-H 1950 
T.C. Mem. Dec. 4 50223; Chicago Stoker Corp., 14 T.C. 441 (1950); Judson Mills, 11 
T.C. 25 (1948). 

The Internal Revenue Service has adopted an objective test and in Rev. Rul. 


catieiieamedeeeg ee 
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agreed with this objective test and applied a subjective test as to whether 
the parties actually intended to enter into a lease.”! 

To avoid the tax risk of the option to repurchase, the so-called “re- 
jectable offer” has been resorted to. The lessee is afforded the privilege, 
after the lapse of a stated time, of making an offer to the lessor to purchase 
the property at a stated price, or according to an agreed formula which 
will produce a price equivalent to the lessor’s unamortized investment plus 
a premium. This is coupled with a further provision that if the lessor 
rejects or fails to accept the offer within a stated time, the lessee may then 
cancel the lease. Since the lessee cannot revest itself with title as a matter of 
right, it is considered that the lessee has no “equity” and hence the rental 
payments will be deductible. The tax risk of a rejectable offer is less than 
that of an option to repurchase, but until the rejectable offer has received 
judicial approval, some risk will remain. 

Where there is an option to renew the lease at rentals which are sub- 
stantially less than those for the initial term, there is a possibility that the 
rents paid may not be fully deductible in the years when paid. If the rental 
for the renewal period is unreasonably low so that the conclusion would 
be justified that the renewal right would be exercised, the Internal Revenue 
Service may possibly treat part of the rental payments during the initial 
term as advance rent to be capitalized and deferred until the succeeding 
lease period and thus spread the rent deductions equally over the initial lease 
term plus the renewal terms. However, if the rent for the renewal period is 
reasonable or is to be renegotiated at the time of the renewal, there should 
be no justification for the deferral.?2 The same principle of capitalizing 
and deferring rents paid may also be applicable during the initial term of 
the lease if the rent during the later years of the term is unreasonably low 
in comparison with that of the earlier years, and if the low rent cannot be 
justified on the basis of the actual rental value of the property. 

The sale and leaseback may also be disregarded and the transaction 


55-540, 1955 Int. Rev. Buty. No. 35, at 9, set up guides to be used in determining 
whether a lease of equipment or machinery will be treated for tax purposes as a lease 
or a conditional sales contract. Under this ruling in the absence of compelling factors 
indicating a different intent, a sales contract instead of a lease will be presumed to exist 
(a) if the total of the rental payments and any option price payable in addition thereto 
approximates the price at which the equipment could have been acquired by purchase 
at the time of entering into the agreement, plus interest and/or carrying charges, or 
(b) if the sum of the specified “rentals” over a relatively short part of the expected 
useful life of the equipment approximates the price at which the equipment could 
have been acquired by purchase at the time of entering into the agreement, plus interest 
and/or ‘carrying charges on such amount, and the lessee may continue to use the 
equipment for an additional period or periods approximating its remaining estimated 
useful life for relatively nominal or token payments. 


21 Benton v. Comm’r, 197 F.2d 745 (5th Cir. 1952). 


22Cary, Corporate Financing Through the Sale and Lease-Back of Property: 
Business, Tax, and Policy Considerations, 62 Harv. L. Rev. 1 (1948). 
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treated as a mortgage to secure a loan. In Helvering v. F & R. Lazarus © 
Co.,?8 the sale was to a bank as trustee and the leaseback was for ninety-nine 
years with options to renew. Trust certificates were issued to the public. 
The lessee had the right to purchase the certificates and thus, in effect, had 
an option to repurchase the fee. In addition, a sinking fund was established 
to acquire the trust certificates. The officers of the company testified that 
they intended a mortgage loan transaction and not a sale. The result of 
disregarding the sale and leaseback was that depreciation, instead of the 
rents paid, was allowed as a tax deduction. 

Whether a sale and leaseback will be considered in reality a loan and 
security for a loan (for income tax purposes) may depend on the intention 
of the parties. In a sale and leaseback almost identical with the Lazarus 
case, where the intention of the parties was to effect a sale and not a 
mortgage, the Tax Court held that a sale took place. In any event, the 
sale and leaseback should not be considered as a mortgage if the lease con- 
tains no option to repurchase and the term is not long enough to be tanta- 
mount to ownership. 

The rental deduction may also be disallowed where there is a close 
relationship between the parties and the sale and leaseback has no business 
purpose but is merely a device for minimizing tax liability. Thus rents, 
under a leaseback paid to a lessor who was a stockholder of the lessee 
corporation, were held to be distributions of corporate profits taxable as 
dividends 25 and, where the husband leased from his wife and by reason 
of the family relationship retained effective control over the property, were 
held to be mere reallocations of family income.?® Rents paid were also 
disallowed where the entire leaseback transaction was held to be a sham 27 
and where the sale and leaseback was to a controlled corporation.”® 

Business purpose and the intention to sell should be recognized where 
the investor is an insurance company dealing at arm’s length and the seller 
obtains needed cash from the sale. In such a case there should be no question 
as to the deductibility of the rents paid if the rents are reasonable and there 
is no option to repurchase. 

Deductibility of Losses 


A sale at a loss coupled with a leaseback offers an immediate and some- 
times large tax benefit. Real property used in the trade or business is not a 


28 308 U.S. 252, 60 Sup. Ct. 209 (1939). 

24 Akron Dry Goods Co., 18 T.C. 1143 (1952). 

25.W. H. Armston Co. v. Comm’r, 188 F.2d 531 (5th Cir. 1951). See also Ingle 
Coal Corp. v. Comm’r, 174 F.2d 569 (7th Cir. 1949); Stearns Magnetic Mfg. Co., 11 CCH 
Tax Ct. Mem. 535, P-H 1952 T.C. Mem. Dec. 4 52160. 

26 White v. Fitzpatrick, 193 F.2d 398 (2d Cir. 1951). 

27 Riverpoint Lace Works, Inc., 13 CCH Tax Ct. Mem. 463, P-H 1954 T.C. Mem. 
Dec. 4 54143. 

28 Alpha Tank & Sheet Metal Mfg. Co. v. United States, 116 F. Supp. 721 (Ct. Cl. 


1953). 
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capital asset. However, if it his been held for more than six months, a gain 
on the sale will be taxed as a capital gain, but a loss on the sale (to the extent 
that the loss exceeds gains for the year on other property used in the trade 
or business, as defined in the Code) will be allowable as an ordinary loss 
instead of a capital loss.2® This has the advantage of permitting the loss to 
be offset in full against the taxable income of the year of sale, and, if the 
loss exceeds the income, it may be applied as a loss carry-back or loss carry- 
forward to the two preceding years and the five succeeding years.®° 

Losses on sales and leasebacks may be allowed where (a) the selling 
price is at the fair market value of the property, (b) the sale is in an arm’s 
length transaction, the purchaser having no relationship with the seller, 
(c) there is no repurchase option, and (d) the lease is for less than thirty 
years with no provision for renewal.*4 

In determining the amount of the loss and its deductibility for tax 
purposes, the Internal Revenue Service may not permit the separation of the 
sale and leaseback into its component parts and may treat it as an integrated 
transaction. The sale and leaseback is then considered, not as a sale of the 
property with a subsequent lease, but as an exchange of the fee for cash 
and a lease. In such an exchange, if the lease is not “property of a like 
kind” as the fee, the loss may be deductible in an amount computed by 
taking the difference between the tax base of the property and the cash 
received, plus the fair market value of the lease.*? If the exchange includes 
property of a “like kind,” the loss may be disallowed.** Under the income 
tax regulations, a lease with thirty years or more to run has been held to 
be property of “like kind” as real estate. This regulation has been applied 
to disallow a loss on a sale and leaseback where the lease was for more than 
thirty years.*5 Where a loss on the sale is involved, the leaseback, therefore, 
should be for a period of less than thirty years, including renewal options. 


TAX CONSIDERATIONS OF INVESTOR-LESSOR 


The interest received by an investor in a mortgage loan is taxable but 
the repayment of principal is not. Rents received by a lessor are taxable, 
but may be offset by a deduction for depreciation. To the extent that the 
seller-lessee has a tax advantage in the rent deductions, the investor-lessor, 
if it is a taxable organization, has a corresponding tax detriment in the sale 


29Int. Rev. Cope or 1954, §§ 1221, 1231. 

807d. § 172. 

81 May Department Stores Co., 16 T.C. 547 (1951); Standard Envelope Mfg. Co., 
15 T.C. 41 (1950). 

82 Int. Rev. Cope or 1954, §§ 1001(b), 1031. 

837d. § 1031(c). 

84U.S. Treas. Reg. 118, § 39.112(b) (1)-1 (1953). 

85 Century Elec. Co. v. Comm’r, 192 F.2d 155 (8th Cir. 1951). 
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and leaseback as compared to the mortgage loan. Tax-exempt educational 
and charitable institutions, tax-exempt pension funds and insurance com- 
panies which are quasi tax-exempt organizations, therefore, became the 
investors in sale and leaseback financing. 

Until recently, insurance companies could not directly invest in sale and 
leaseback transactions because the right of insurance companies to invest in 
real estate was greatly circumscribed and, in many instances, absolutely 
prohibited by statute. The insurance company could, however, lend money 
to be amortized out of rents under a long-term lease. A taxable investor in 
income producing real estate who financed the investment by a mortgage 
had difficulty in amortizing the mortgage payments out of the rents because 
it would have to allow a margin for income taxes on the rents. A tax-exempt 
lessor who borrowed could make a self-liquidating loan by applying the 
entire rental payments towards the amortization of the indebtedness. Tax- 
exempt organizations, therefore, became the intermediaries in sale and lease- 
back transactions by financing the purchase of property. 

With a tax-exempt organization as the purchaser-lessor who borrowed 
the purchase price from an insurance company, the insurance company had 
a qualified self-liquidating mortgage loan, the lessee had the cash and a lease 
with its concomitant tax advantages, and the tax-exempt organization (with 
a small, well-secured investment which it eventually would recover) had a 
reversionary interest in the property. 

By 1950, it became apparent to Congress that many educational and 
charitable institutions were trading on their tax exemption.** To resolve 
this problem and to prevent other tax abuses, the Revenue Act of 1950 
placed a tax on the unrelated business income of tax-exempt organizations. 
This tax was continued under the Internal Revenue Code of 1954.37 

Included in the unrelated taxable business income under the 1954 Code 
are rents from “business leases,” which are leases of real estate for a term 
of more than five years, if at the close of the lessor’s taxable year there is 
a “business lease indebtedness.” The latter consists of the unpaid amount 
of indebtedness incurred by the tax-exempt lessor in acquiring or improving 
the property which is subject to the business lease. It also includes indebted- 
ness incurred before or after the acquisition or improvement of the property, 
if the indebtedness would not have been incurred but for such acquisition 
or improvement. The amount of taxable rent from the business lease is 


36 Supplementary Treasury Department Statement on Tax-Exempt Organizations 
before House Ways and Means Committee, Feb. 7, 1950; House Ways and Means 
Committee Report on Revenue Act of 1950, H.R. Rep. No. 2319, 81st Cong., 2d Sess. 38 
(1950). 

37Int. Rev. Code of 1939, §§ 421-423, re-enacted as Int. Rev. Cope or 1954, §§ 
511-514. Churches are not subject to this tax. Int. Rev. Cope or 1954, § 511(a) (2). The 
1954 Code extended the taxation of unrelated business income to include tax-exempt 
pension and profit-sharing funds. 
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proportionate to the ratio of the business lease indebtedness to the depreci- 
ated basis of the property. 

If a tax-exempt organization invests its own funds in leased property, 
the rents from the business lease remain tax free, but if it borrows to finance 
the acquisition of leased property the rents are subject to tax. After 1950, 
tax-exempt institutions no longer could act as the intermediaries in sale and 
leaseback financing. 

With the passage of the Revenue Act of 1950 and, particularly, because 
of the low interest rates which were then current, life insurance companies 
commenced to engage directly in sale and leaseback transactions. In line 
with this trend, the insurance codes of many states were liberalized to permit 
investment in real estate by life insurance companies. 

The legislative history in Illinois is fairly typical. Section 125 of the 
Illinois Insurance Code ** is captioned, “Investments in Securities” and is 
permissive in form, providing that “any domestic company may invest in 
the following securities.” This is followed by a detailed enumeration of 
authorized investments. As this section stood prior to 1951, there was no 
specific authorization to invest in real estate but such investments were 
authorized by subsection (8) ®® permitting investment of “an amount not to 
exceed in the aggregate five per centum of its admitted assets” without 
regard to other restrictions of the act. The legislative intent was manifest 
from a reading of this subsection together with section 128 *° containing 
express prohibition on the acquisition or holding of real property, except as 
therein enumerated. One of the enumerated exceptions (subsection (f)) 
contains authorization to purchase and hold “such real estate as shall have 
been acquired in Section 125.” 

By amendment adopted in 1951, former subsection (8) of section 125 
of the Code became subsection (8)(b) and a new subsection (8)(a) was 
inserted authorizing investment of “an amount not to exceed in the aggre- 
gate five per centum of its admitted assets in real estate #4 under lease the 
terms of which provide for a net rental sufficient to amortize the investment 
with interest at three per centum over the primary term of the lease or a 
period of forty years whichever may be less.” 


ADVANTAGES AND DISADVANTAGES TO THE INVESTOR 


As a background for the discussion of the form and content of a typical 
lease, it is pertinent to discuss briefly the viewpoint of the insurance com- 
pany as an investor in a sale and leaseback transaction and to compare this 
type of transaction with a mortgage loan. 


38 Tit. Rev. Strat. c. 73, § 737 (1953). 

39 Now (8) (b) by virtue of the 1951 amendment. 

49 ILL. Rev. Srat. c. 73, § 740 (1953). 

41 The words “or equipment” inserted by amendment in 1953. 
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Advantages 


As previously pointed out, the rental under the lease will be predicated 
upon the complete amortization of the purchase price over the primary 
term of the lease, which is normally twenty to thirty years. If the lessee 
exercises One or more options to extend the term of the lease, even at a 
substantially lower rate of rental, the investor will have had its investment 
completely amortized at a higher rate of interest than in the case of borrowed 
funds and will derive additional return during the option period (normally 
twenty or twenty-five years after the expiration of the primary term.) 

Whether or not the lessee renews the lease, the investor has a reversion- 
ary interest in the land and in such of the improvements as may remain. 
Furthermore, as previously pointed out, there is usually no feature tanta- 
mount to the call privilege conferred upon a borrower under a long-term 
loan.*? 

Under the present highly competitive condition of the mortgage market, 
with low prevailing interest rates, insurance companies are plagued with 
the problem of avoiding high acquisition and servicing costs. If a mortgage 
loan is prepaid, even at a premium, the investor frequently suffers a loss 
because of its inability to spread the acquisition and servicing cost over the 
anticipated life of the loan. 

As previously mentioned, the interest rate upon which the lease rental 
is predicated is ordinarily slightly higher than prevailing rates for borrowed 
funds. While a slight differential in the rate of interest is ordinarily of little 
consequence to the borrower who employs its funds as working capital, 
this differential looms very large in the eyes of the investor. An increase in 
terms of a fraction of one per cent of net yield on investments is regarded as 
an achievement by the investment department of an insurance company. 

Thus a sale and leaseback transaction with its higher ratio of investment 
to value and higher rate of return for funds invested, and with its perma- 
nency is, in many instances, a highly tempting form of investment for a life 
insurance company. 


Disadvantages 


Obviously, any insurance company must have a balanced portfolio. A 
sale and leaseback investment is a relatively nonliquid investment and the 
proportion of the company’s funds to be allocated to this type of investment 
would necessarily have to be limited. 

We have previously adverted to the fact that the rental under the lease 
is not carried on the lessee’s balance sheet as a liability. In the case of a loan, 
a debt immediately arises and, in case of a default, the creditor may accele- 
rate the debt and immediately resort to the security or avail itself of its 
remedies against the debtor for the full amount unpaid. In case of a bank- 


42See discussion regarding “rejectable offers” p. 641 supra. 
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ruptcy or reorganization, the creditor has an immediate liquidated claim 
. for the full amount of the unpaid balance of the debt. 

Normally, a claim for future rent is not regarded as a debt.** Various 
devices have been used by draftsmen of leases in an effort to create a 
provable debt, at least after the occurrence of a default. One such device is 
to specify the rental for the entire term of the lease as a lump sum payable 
in installments. Another is to provide that in case of default the lessor may 
accelerate all of the unpaid rent.** The problems which face the landlord 
in an attempt to collect future rent or damages for an anticipatory breach 
of the lease are not peculiar to sale and leaseback transactions. For the 
purpose of this article, it is sufficient to point out that there is no clear-cut 
right of action for the full amount of the unpaid rent. Under the provisions 
of the Bankruptcy Act, the landlord would be limited to one year’s rent in 
the case of a straight bankruptcy *° or three years’ rent in the case of a 
reorganization.*® 

These disadvantages are offset by the fact that a default or bankruptcy 
will give rise to an immediate right by the lessor to terminate the lease and 
repossess itself of the property through summary proceedings as compared 
to the more involved process of foreclosing a mortgage or proving a secured 
claim in bankruptcy or reorganization proceedings. 

The purchase price being usually the full value of the property, the 
investor runs more risk of loss, in case of default and depreciation in the 
value of the asset, than in the case of a loan, the amount of which is less 
than the full value of the security. 

Because of these various factors and the necessity of negotiating the 
terms of each sale and lease on an individual basis, the sale and leaseback 
device is only practical where the amount involved is fairly substantial. 
Probably in no case would it be used where the purchase price was less 
than $100,000, and in most cases the amount involved would range from 
several hundred thousand dollars up into the millions. 

Normally, it is a prime requisite that the lessee be a nationally known 
corporation with the highest credit standing. In some instances, insurance 
companies will enter into this type of transaction with smaller, lesser known 
companies if there are compensating factors, such as extraordinary desira- 
bility and marketability of the property or stepped-up rental payments 
during the earlier years of the lease so as to insure a rapid amortization 
during the first few years. 


431 Tirrany, THe Law or LANDLORD AND TENANT § 166 (1910). 

44See Garrett, Lease Provisions Against Special Contingencies, 1952 U. Itt. L. 
Forum 395, 

45 30 Srat. 562 (1898), as amended, 11 U.S.C.A. § 103 (1953). 

46 52 Stat. 893 (1938), as amended, 11 U.S.C.A. § 602 (1946). 
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FOREIGN INSURANCE COMPANY’S OWNERSHIP 
OF REAL ESTATE 


Frequently, the insurance company is purchasing real estate in a foreign 
jurisdiction. Obviously, since the purchase represents investment of policy- 
holders’ funds, it must comply with the requirements of the domestic 
insurance code regarding investments. However, a more serious problem 
is encountered in determining whether the local laws of the state in which 
the property is located will authorize the foreign insurance company to 
invest in real estate. Some insurance codes expressly prohibit insurance 
companies from investing in real estate. These provisions are frequently 
susceptible of two possible interpretations, namely, (a) as being in the nature 
of mortmain statutes, declarative of a public policy against land ownership 
by insurance companies, or (b) as being merely in the nature of restrictions 
upon authorized investments of insurance companies. In the latter case, a 
further question of interpretation arises as to whether the statute is intended 
to apply to foreign companies or only to domestic companies. 

In some states, notably California,*? the insurance code provides that 
the general corporation laws of the state shall apply to insurance companies, 
except to the extent that the insurance code may be inconsistent. General 
statutory or constitutional restrictions on corporate ownership of realty for 
other than “corporate purposes” create additional complications.*® 

No purpose would be served by discussing all of these ramifications 
in the forty-eight states of the Union, but counsel must be aware of the 
problems. 


THE SALE 


As the reader may have inferred, a sale and leaseback is really two 
transactions wrapped into one. All of the ordinary problems involved in 
a sale of real estate and all of the ordinary problems involved in the prepara- 
tion and execution of a long-term lease are encountered. The discussion 
here will relate only to those phases of the transaction which are peculiar 
to deals of this type. 

Since the leasing back of the property is to occur at the instant of the 
transfer of title, and is one of the prime requisites of the purchaser’s obli- 
gation to pay the purchase price, it necessarily follows that neither party 
can be firmly bound to the deal until the form of lease, in all of its details, 


47 Car. Ins. Cope § 1140 (Deering 1950). 

48 As to whether investment of funds constitutes a “corporate purpose” see Union 
Central Life Ins. Co. v. Rahn, 63 Idaho 243, 118 P.2d 717 (1941); John Hancock Mut. 
Life Ins. Co. v. Ford Motor Co., 322 Mich. 209, 33 N.W.2d 763 (1948); Flakne v. 
Metropolitan Life Ins. Co., 198 Minn. 465, 270 N.W. 566 (1936); Central Life Assur. 
Soc’y v. Tiger, 177 Okla. 108, 57 P.2d 1182 (1936); Texas Co. v. State, 198 Okla. 565, 
180 P.2d 631 (1947); Levis v. New York Life Ins. Co., 358 Pa. 57, 55 A.2d 801 (1947); 
Bankers’ Life Co. v. Horsfall, 48 S.D. 629, 205 N.W. 714 (1925). 
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has been agreed upon. A second requisite is that the parties shall have agreed 
.on the form of the evidence of title and the matters to which the title is 
to be subject. Consequently, though a formal contract of sale may be 
desirable, it is impossible for the parties to enter into a definitive contract 
until the form of lease has been agreed upon and until the purchaser has 
examined an abstract or guarantee policy and expressed its approval of the 
state of the title. 
i In most instances, the propensities of lawyers being what they are, the 
| time for closing the deal will have arrived when the form of lease has finally 
been agreed upon.‘® Where a formal contract is employed, it can become 
a formidable document and will necessarily leave many matters open for 
ultimate approval by the purchaser or its counsel. 

In those cases where the purchase price is to be based upon the actual 
cost of improvements being constructed or upon an appraisal to be made 
of the property, the final preparation and execution of the lease must be 
deferred to the time of closing. While the form of lease may be agreed 
upon in advance, the date of commencement of the term and of rental 
payments, the effective dates for exercise of options and matters of like 
kind must hinge upon the date of completion of construction. If the 
purchase price is to be based upon the seller’s cost, it is impossible to specify 
the amount of rent in advance of the determination of the construction cost, 
unless it is specified in the lease as a percentage of the purchase price. Since 
the lease is for a long term, it is preferable to withhold the actual execution 
of the lease until these dates and amounts have been determined so that they 
can be set forth specifically in the lease instead of being determined ex- 
traneously. 
| Accordingly, following the pattern of mortgage loan transactions, it is 
| customary for the insurance company or a loan correspondent to issue a 
commitment setting forth the terms of the purchase and outlining the 
terms of the lease. If a formal contract is not used, then, by successive 
stages, agreements are made regarding the form which the lease is to take 
| and the condition of title which the purchaser will accept. If new con- 
struction is involved, agreements will also be made, probably informally 
between the attorneys, as to such matters as security against mechanic’s 
lien claims, whether the transaction is to be closed by means of an escrow, 
how rental for a fraction of a month is to be adjusted, and matters of like 
kind. Also, in the case of new construction, some arrangement will be 
made for final inspection and approval of the improvements by the pur- 
chaser, means of insuring final completion, appraisal or reappraisal, and 
final determination of the purchase price. 


497n one transaction in which one of the authors engaged, the purchaser’s attorney 
was insistent upon there being a formal contract. When the closing date arrived, the 
printer had to employ overtime help to have the lease ready for signing. Needless to 
say, the contract was executed contemporaneously with the closing of the transaction. 
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One peculiar feature of these transactions is that there are normally 
no proratings since the prorations made in connection with the sale are 
usually offset by the prorations which would be made under the lease.®° 

Practices vary among insurance companies with respect to the evidence 
of title which will be acceptable. In many instances, the purchaser will 
require a title guaranty policy from an acceptable title insurance company 
as well as a survey showing location of improvements. A purchaser would 
also normally require some evidence of compliance with building and 
zoning laws and ordinances and information regarding the insurability of 
the property against fire and other casualty. 


THE LEASE *! 


It is in connection with the form of the lease that the distinctive charac- 
teristics of each transaction will appear. Many insurance companies have 
stock forms of leases for transactions of this type, as do many of the larger 
corporations which occupy the position of seller-lessee. In few cases, if any, 
can the stock form be used without variation. Most of the forms are simply 
a starting point for negotiation of mutually agreeable terms. 

In general, the form of lease will have most of the characteristics of a 
long-term lease. It will differ from a ground lease to the extent that the 
lessor, having paid for the improvements in purchasing the property, will 
have a vital interest in seeing that the value of the improvements is not 
impaired during the term of the lease. 

Furthermore, while the transaction is not a loan, it has many of the 
attributes of a loan, particularly in the eyes of the investment manager of an 
insurance company whose thinking has been solidified by the established 
practices which have grown up over the years in making mortgage loans. 

The underlying intent being that the full management and control of 
the property shall be vested in the lessee and that the lessor shall be assured 
of a net yield, the lease is a so-called “net lease.” The lessee agrees to pay all 
taxes and assessments, including those accrued at the commencement of the 
term of the lease, and, usually, also to pay any taxes against the income to 
be derived by the lessor under the lease if a levy of such taxes should be 
made as a substitute for real estate taxes. The lessee is usually given the 
right to contest taxes. 


50For example, assume that the transaction was closed on July 1, 1955, and that 
1954 general taxes had been paid; further assume that the 1955 general taxes were 
estimated to be $10,000. Normally, the buyer would be entitled to a credit of $5,000 for 
accrued taxes. However, the obligation to discharge all taxes, including those which 
have accrued, is normally placed upon the lessee under the lease. Thus, if the lessee is 
required to pay the full amount of the 1955 taxes, the lessee would be entitled to an 
offsetting credit in the amount of $5,000 by way of a proration at the time of the 
execution of the lease. The same would be true with regard to insurance and other 
items which are normally prorated in a real estate deal. 


51 See 1952 U. Itt. L. Forum 321-413, 601-628. 


SOE ZENER 
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The provisions regarding the use and care of the premises are the 
customary ones. In some instances, the lease limits the lessee to use for a 
stated purpose while, in others, there is no limitation except, of course, that 
the use must be lawful. 

In order to conserve the lessor’s security, some provision must be 
included regarding substantial alterations or rebuilding. In some instances, 
the lessor’s consent is required, perhaps with a provision that it be not 
unreasonably withheld. In other instances, the lessee is given wide latitude 
in making alterations or in rebuilding, subject only to the requirement that 
upon completion the value of the improvements be not less than the value 
immediately prior to the commencement of the work. 

The provisions regarding mortgaging or assignment of the lessee’s 
interest and subletting of all or part of the premises will vary from case to 
case. Sometimes there will be one provision which will apply during the 
primary term or during the first few years of the lease and others which 
will apply thereafter. 

The default provisions will be those ordinarily found in a long-term 
lease. Since there will be a corporate lessee, some provision should be 
included to cover the contingency of a bankruptcy or reorganization. For 
the protection of the lessee, there is sometimes a provision that if the default 
is one, other than in the payment of money, which cannot with due dili- 
gence be cured within the grace period specified, the lessee shall have a 
reasonable time to cure the default if the lessee commences to cure it within 
the grace period and proceeds with due diligence. 

Since the lessor’s title will have been derived directly from the lessee, 
presumably by means of a warranty deed, the ordinary covenant of quiet 
enjoyment is not applicable and, indeed, would probably give rise to cir- 
cuity of action. Accordingly, this covenant should be limited to the acts of 
the lessor or of persons claiming by, through, or under the lessor. In some 
cases, a provision is included relieving the lessor of its covenants upon 
assignment of the reversion so that only the owner of the fee for the time 
being is liable on the lessor’s covenants. 

Other so-called “boiler plate clauses” need only be enumerated as in- 
cluding keeping premises in repair and free of mechanics’ liens, lessee’s 
payment of lessor’s costs and attorneys’ fees in litigation, furnishing of 
estoppel certificates, lessor’s right of inspection of the premises, the manner 
of giving notice, lessor’s remedies, effect of forbearance by lessor, lessee’s 
surrender of possession, lessor’s performance of lessee’s defaulted covenants, 
lessor’s lien for rent, subordination of lease to mortgages made by lessor, 
and covenants binding upon and inuring to the benefit of successors and 
assigns. 

Since the provisions regarding insurance and casualties, condemnation, 
fixtures, and options granted to the lessee require special treatment, the 
discussion of these clauses has been reserved to this point. It will come as 
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no surprise to the reader that the provisions regarding damage or destruction 
of improvements by fire or other casualties and regarding the exercise of 
the power of eminent domain create the most difficulties for the draftsman 
of the lease. 

The attitude of the lessor, generally, is that it is making a conservative 
and well-secured investment and that the purchase price and interest thereon 
will be fully amortized by the regular payment of rental under the lease 
and, meanwhile, will be secured by the land and all of the improvements. 
Furthermore, it must be assumed that the lessee is deriving the claimed 
advantages of this type of transaction, else the lessee would have borrowed 
funds instead of selling its property and leasing it back. 

Accordingly, the so-called contingency clauses are more favorable to 
the lessor than in the case of most long-term leases. They are usually de- 
signed to assure the lessor the return of its initial investment and interest 
thereon and to maintain the lessor’s security until this occurs. Generally, 
the lessee is required to carry fire insurance with extended coverage for the 
full insurable value of the improvements. Sometimes the lessee is also re- 
quired to carry rent insurance to cover the payment of rentals during 
rebuilding in case of damage or destruction.*? 

The lessee is usually obligated, at its own expense, to restore or rebuild 
regardless of the extent of damage even if the destruction is total. Some- 
times the lessee is permitted to terminate the lease, where there is total 
destruction or serious damage near the end of the term, upon the payment 
to the lessor of its unamortized cost, plus a premium, applying the insurance 
proceeds to the payment thus required. 

Perhaps the most variation occurs in the condemnation clause. If 
there is a taking of the whole or substantially all of the premises, the lessor 
normally requires assurance that it will receive at least its unamortized 
cost out of the award before the lessee participates in any portion. In some 
cases the lease provides for payment of the whole award to the lessor. 

Where there is a partial taking, provision is generally made to require 
the lessee to restore the premises, using the proceeds of the award for that 
purpose and, thereafter, to adjust the rent. This clause should include pro- 
vision as to the retention by one of the parties or a division between them 
of any surplus that may remain after use of the award for rebuilding and 
should spell out a formula upon which the rental is to be adjusted. The 
alternatives for such adjustment would include: (a) an appraisal or some 


52 Where the lessee carries use and occupancy insurance covering its loss of 
profits during rebuilding, the inclusion of the lessor as an additional insured under the 
policy, particularly since the lessee is obligated to pay the rent regardless of damage or 
destruction, creates somewhat of a problem. Great care must be used in seeing that 
the policy is properly written. The insurer will not became a guarantor, as such, of the 
lessee’s obligation to pay the rent, nor will the insurer obligate itself to pay the rent to 
the lessor and, at the same time, permit the lessee to treat the rent as part of its expense 
in determining its loss of profits. 
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form of arbitration; (b) retention by the lessor of any surplus in the award 

_to apply on its unamortized cost and a corresponding reduction in the 
rental; (c) adjustment of the rental on the basis of reduction, if any, in 
the rentable area remaining; or (d) retention by the lessee of the surplus in 
the award, leaving the rental unaffected. 

Since, at best, it is difficult, if not impossible, to cover all of the 
contingencies that may arise in case of condemnation, and the applicable 
law is not too clear,®* great care must be used in preparing a proper form 
of condemnation clause. 

Because the purchase price will normally be based either upon an 
appraisal or upon the seller’s cost, a question sometimes arises as to the 
extent to which fixtures are to be included in the purchase.54 Whatever 
fixtures are paid for by the lessor (by inclusion in the appraisal or in the 
item of “cost”) should be clearly stated either in the deed of conveyance 
or by means of a separate declaration to constitute part of the real estate 
and appropriate provision should then be incorporated in the lease so that 
these fixtures will be leased as a part of the premises and the provisions 
of the lease regarding maintenance, replacement, surrender, etc., made 
applicable to them. 

Normally, the lease will contain one or more options to the lessee to 
extend the term of the lease at a reduced rate of rental. The possible tax 
consequences of such options have already been discussed.*> No difficulties 
of draftsmanship should be encountered in preparing the option provisions. 
As previously mentioned, the granting of an option to the lessee to re- 
purchase the property can nullify all of the tax advantages which the lessee 
anticipates in entering into the transaction. 

Apart from the tax consequences, there is another danger in granting 
an option to the lessee to repurchase the property. Unless extreme care is 
used in granting such an option, the lessee might, in the future, contend 
that the conveyance, though absolute on its face, is intended as a mortgage 
and claim a right of redemption if the lease were terminated by the lessor, 
or if an attempt were made to do so, by reason of the lessee’s default. This 
hazard is acute in view of the strictness with which the courts scrutinize a 
transaction where a deed is claimed to constitute a mortgage and in view 


53 See Garrett, supra note 44, at 407-413; see also Aldrich v. Ederer Co., 302 IIl. 
391, 134 N.E. 726 (1922); Department of Pub. Works v. Bohne, 415 Ill. 253, 113 N.E.2d 
319 (1953); Peoria, Bloomington and Champaign Traction Co. v. Vance, 234 Ill. 36, 84 
N.E. 607 (1908); Chicago v. Lord, 276 Ill. 544, 115 N.E. 8 (1916); see also Annot., 98 
A.L.R. 254 (1935); Commercial Delivery Service, Inc. v. Medema, 7 Ill. App. 2d 419 
(1955). 

54 The purchaser might be extremely liberal in permitting the seller to include its 
fixtures in the sale, on the theory that the resultant increase in the purchase price will 
be repaid, with interest, by a corresponding increase in the rent. However, this practice 
has limitations because of the more rapid rate at which the fixtures will depreciate or 
become obsolete. 


55 See discussion regarding “rejectable offers” p. 641 supra. 
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of the expense and complications attendant upon foreclosure of a mortgage. 


CONCLUSION 


The sale and leaseback device performs a definite function as a method 
of corporate financing. However, it should not be used indiscriminately. In 
considering its use, as compared to other available methods of financing, 
consideration must be given to the problems and possible pitfalls discussed 
in this article as they may apply to the particular situation. 

Because this article, by necessity, is general in its nature, all of the dis- 
cussion, including that relating to mechanics and draftsmanship, has neces- 
sarily treated these transactions as being more stereotyped than they are in 
fact. Since the literature on the subject is not voluminous, the reader who 
wishes to pursue the subject is referred to the appended bibliography which 
has been included in lieu of more voluminous footnotes. 
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LAND 'TRUSTS' 


BY WILLIAM B. GARRETT * 


THE “LAND TRUST” is an Illinois institution. It is a common device 
in Cook County, Illinois, and adjoining areas. It is known but not widely 
used in downstate Illinois. 

One searches in vain in the learned treatises for discussions of land 
trusts. The Restatement of Trusts does not deal with them nor does the 
Restatement of Property. Professor Scott does not include consideration of 
land trusts in his treatise.1 Powell on Real Property? reviews trusts at 
length, but makes no mention of Illinois land trusts. Professor George S. 
Bogert was teaching at the University of Chicago Law School when he 
wrote his treatise on Trusts and Trustees. He includes a land trust form.® 
His dissertation concerning land trusts, however, is restricted to some of 
their functions in real estate financing and does not purport to be exhaus- 
tive.4 

For our purposes here a land trust is that type of trust of real estate 
where, by the deed to the trustee, commonly called the deed in trust, the 
trustee is given full powers to deal with the real estate. Thus, so far as the 
public records are concerned, the trustee’s powers are complete. Actually, 
however, the powers of the trustee are restricted by a trust agreement 
executed previously or concurrently, and mentioned in the deed in trust, 
whereby the beneficiary retains full powers of management and control 
and restricts the trustee’s power to deal with the property only when 
directed so to do by the beneficiary or other persons named in the trust 
agreement. The trustee has complete record title to the real estate; the 
interest of the beneficiary is personal property. A standard form of deed 
in trust and of a land trust agreement appear at the end of this article. 

Massachusetts trusts, business trusts, or real estate trusts where the 


* WILLIAM B. GARRETT. A.B. 1924, Knox College; LL.B. 1929, Har- 
vard University; Attorney, Law Department, Chicago Title and Trust 
Company; member, Committee on Real Property Law, Chicago Bar 
Association; Editor, Newsletter of Section on Real Estate Law, Illinois 
State Bar Association. 


t The author wishes to acknowledge the substantial assistance received from un- 
published material concerning land trusts prepared by his associate John Mann. 


1Scotr, Trusts (1939). 
24 Powe LL, REAL Property (1954). 
86 Bocert, Trusts AND TrusTEEs § 1103 (1935). 


4One of the few legal discussions of land trusts is Turner, Some Legal Aspects 
of Beneficial Interests Under Illinois Land Trusts, 39 Itt. L. Rev. 216 (1945). 
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beneficiaries have an interest in the real estate and trusts which issue certifi- 
cates of interest are not within the scope of this article. Some of them may 
be mentioned, but for our present purposes they are not land trusts. 

There is no peculiar reason why the use of land trusts should be con- 
fined to Illinois. The Illinois courts have considered and approved of land 
trusts in a number of decisions, but they have set out no new principles. 
They have applied settled law. But there are legal hurdles which must be 
passed before land trusts can be safely utilized. For example, a decision 
that would apply the Statute of Uses too strictly would sink the land trust 
plan without a trace.5 Nevertheless, there is nothing about land trusts which 
makes them adaptable for Illinois use only. 


HISTORY OF THE LAND TRUST 


The Massachusetts business trust is doubtless the original inspiration for 
land trusts. This form of trust was in relatively common use in the Chicago 
area for handling real estate enterprises, as early as 1868. Litigation con- 
cerning such a trust reached the Illinois Supreme Court in 1893.6 Indeed, 
one of the leading American decisions relative to a Massachusetts business 
trust is by the Illinois Supreme Court. It is the well known and frequently 
cited Schumann-Heink case." 

The trust form was used in Illinois in connection with real estate 
financing. One example of the method used was that title to subdivision 
property would be conveyed to a corporate trustee. Then under the trust 
agreement the subdivider would have the right to obtain conveyances of 
lots upon payment to the trustee of the price per lot specified in the agree- 
ment, which payments were forwarded by the trustee to the person financ- 
ing the development. When a total specified amount had been paid, the 
interest of the lender ceased and the developer owned the beneficial interest 
to the remaining lots free of claim by the lender. Such methods proved to 
be flexible and workable for developing subdivisions. Such trusts were 
probably a source in the evolution of the land trust. 

A basic concept in the development of the land trust is that property 


5 See Janura v. Fencl, 261 Wis. 179, 52 N.W.2d 144 (1952). The Statute of Uses 
is not uniform in all states. For example, in Texas it is a part of the Texas Trust Act 
and reads as follows: 

“Every person who, by virtue of any transfer or devise, is entitled to the actual 
possession of real property, and the receipts of the rents and profits thereof, is 
deemed to have a legal estate therein, of the same quality, extent, and duration, 
and subject to the same conditions as his beneficial interest therein.” VERNON TEXAS 
Stat. art. 7425b-5 (1948). 
With such a statute it is highly doubtful that land trusts would be effective. For a 
summary of the Statute of Uses in the various states, see 1A Bocert, Trusts AND 
Trustees § 208, note 47 (1951). 
6 See Hart v. Seymour, 147 Ill. 598, 35 N.E. 246 (1893). 
7 Schumann-Heink v. Folsom, 328 Ill. 321, 159 N.E. 250 (1927). 
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in land consists of many different elements. This well-known general 
principle is thus expressed in the Restatement of Property.® 


“The totality of these rights, privileges, powers and immunities which 
it is legally possible for a person to have with regard to a given piece 
of land, . . . , that are other than those which all other members of 
society have as such, constitutes complete property in such land or 
thing other than land.” 


In the land trust certain rights and powers are transferred to the trustee; 
others are retained by the beneficiary. The trustee gets the record title 
through the deed in trust with full powers to deal freely with the land. A 
purchaser from a land trust trustee needs to look only to the deed to the 
trustee to know his powers. But the trustee is restricted in the use of 
those powers by the trust agreement. The trustee’s acts with respect to the 
property are completely controlled, under the agreement, by the beneficiary. 
The beneficiary’s protection against improper use of the trustee’s record 
powers lies in the integrity and the financial strength of the trustee. For 
this reason individuals are rarely used as trustees for land trusts. 

It is not easy to trace the earliest Illinois land trust. However, the first 
such trust appears to have been created in 1891. The trustee was Cook 
County Abstract and Trust Company, one of the predecessors of Chicago 
Title and Trust Company. 

The history of the land trust in the Illinois courts starts in 1920 with 
the abstract decision of the Appellate Court for the First District in the 
case of Kerr v. Kotz.® The deed in trust and trust agreement there involved 
were substantially the same as those now in use. The court upheld the basic 
theory of the land trust. 

There is nothing novel about the development of new methods of 
dealing with real property. For example, powers of appointment came into 
use in feudal England in order to accomplish certain purposes more simply 
than could be done under the usual real property procedures.’® As will 
appear hereafter, some of those same purposes may be realized through land 
trusts. 

The trust form has been widely used in adapting business practice to 
the changing times: 


“Modern business has seized upon the trust idea and has found it useful 
for so many novel purposes that trust companies have become veritable 
financial department stores ready to serve the most diverse needs, and 
trusteeship has become a readily available tool for everyday purposes 
of organization, financing, risk-shifting, credit operations, settling of 
disputes and liquidation of business affairs. . . . the simple idea behind 


8 RESTATEMENT, Property § 5, comment e (1936). 
®218 Ill. App. 654 (1st Dist. 1920) (abst. dec.). 
103 PowELL, REAL Property 286 (1952). 
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trusteeship . . . is that one man may be given a legal position with 
reference to a thing which may roughly be described as that of ‘owner,’ 
and at the same time be subjected to such changes or burdens with 
reference to his use of that thing for the benefit of another that the 
latter may be deemed the beneficial owner.” 1 


In a recent decision the Illinois Supreme Court 1? quoted with approval 
from Powell’s The Law of Real Property,}® as follows: 


“Interests of beneficiaries of private express trusts run the gamut from 
valuable substantialities to evanescent hopes. Such a beneficiary may 
have any one of an almost infinite variety of the possible aggregates of 
rights, privileges, powers and immunities.” 


So it is with land trusts. The trustee gets some of the rights and powers 
with respect to the land; the beneficiary retains the rest. Basically, it is as 
simple as that. In application, however, some of the simplicity vanishes. 

The first forms for land trusts were careful to state that the full legal 
and equitable title was vested in the trustee. Now the agreement says that 
the beneficiary has no right, title or interest in any portion of the real estate, 
either legal or equitable. 

An effort was made to find a good definition of “legal title” and 
“equitable title.” Surprising though it may be, adequate definitions were 
not found. In fact, most of the usual sources of definition of such terms do 
not even try to define “legal title” and “equitable title.” 14 The Blackstone 
definition of title as “the means whereby the owner of lands has the just 
possession of his property” } is hardly sufficient or even informative. 

The Restatement of Property, thus defines legal interests and equitable 


interests: 


“A legal interest is that kind of interest which has its origin in the 
principles, standards and rules developed by courts of law as distin- 
guished from courts of chancery. 

“An equitable interest is that kind of an interest which has its origin in 
the principles, standards and rules developed by courts of chancery.” 16 


There is more meat in the following from the Restatement of Trusts: 1" 
“The term ‘owner’ is used in the Restatement of this Subject to indicate 


11 Isaacs, Trusteeship in Modern Business, 42 Harv. L. Rev. 1048, 1049 (1929). 

12 Farkas v. Williams, 5 Ill. 2d 417, 125 N.E.2d 697 (1955). 

184 PowELL, REAL Property 87 (1954). 

14 Bouvier, Law Dictionary (3d ed. 1914); RESTATEMENT, Property (1936); 
AMERICAN LAW oF Property (1952); 2 PoweLt, Reat Property (1950); 2 THompson, 
REAL Property (1924); TirFANY, Reat Property (3d ed. 1939); Fircu, ABSTRACTS AND 
Tittes To Rear Property (1954); GricsBy, ILLINoIs REAL Property (1948). 

152 BLACKSTONE, COMMENTARIES 195 (16th ed. 1825). 

16 RESTATEMENT, Property § 6 (1936). 

17 RESTATEMENT, Trusts § 2(d) (1935). 
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a person in whom one or more interests are vested for his own benefit. 

. The person in whom the interests are vested has ‘title’ to the interests 
whether he holds them for his own benefit or for the benefit of another. 
Thus the term ‘title,’ unlike ‘ownership,’ is a colorless word; to say 
without more that a person has title to certain property does not indi- 
cate whether he holds such property for his own benefit or as trustee. 
.... The phrase ‘title to a thing’ denotes an aggregate of interests in 
the thing of such an extent that if the person who has the title is not 
under a duty to deal with the interests for the benefit of another person, 
he is the owner of the thing.” 


When the draftsman of the first land trust agreement stated that legal 
and equitable title were in the trustee, he was doubtless thinking of the fact 
that equitable rights and interests are included within the definition of real 
estate to which the lien of judgments attach.’® Perhaps the present denial 
to the beneficiary of equitable interest in the real estate is the more accurate 
statement. 

The early forms did not cover the right of the trustee to resign. 
Apparently experience brought out the need for such a right because the 
current land trust forms carefully set out the method by which the trustee 
may resign. Successor trustees now clearly become vested with the full 
powers of the original trustee. In the first forms there was no apparent 
thought of the successor. 

There have been other changes in land trust forms. Some are in the 
interest of clarity. Others reflect changes in phrase and style of writing. 
The striking fact, however, is that the basic structure of the Illinois land 
trust has remained unchanged. From this it might be concluded that its 
essential merit as a method of holding title to real estate in certain situations 
has been justified. 


PRACTICAL USES OF LAND TRUSTS 


It may be putting the cart before the horse to write about the uses of 
land trusts before discussing their legal status. There is the advantage, how- 
ever, that those who see nothing of interest in the use of the land trust, can 
spare themselves the reading of the rest of the article. 

Trust companies which seek land trust business are not timid in adver- 
tising to the world many of the uses and advantages of those trusts. A 
thoughtful lawyer who studies the land trust will apply it advantageously 
in factual situations other than those advertised. 

Land trusts have been put to antisocial purposes. That is to be expected. 
Almost any legal device can be used for an improper result. Corporations, 
for example, are sometimes used solely to escape personal liability for just 
debts or to conceal true ownership. But that does not make all corporations 


18 Tut. Rev. Stat. c. 77, §§ 1, 4 (1953). 
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suspect. So it is with the land trust. It is short-sighted to condemn land 
trusts because, for example, slum owners have hidden their identity through 
use of land trusts to hold their titles and have sought thereby to avoid 
performance of their civic and legal duties. Many other slum owners use 
the names of individual nominees as a shield to conceal their ownership. If, 
for example, such a nominee lives outside the state and therefore beyond 
the jurisdiction of the state courts, it is difficult, if not impossible, to reach 
him by any judicial process. Corporate land trust trustees are always easily 
available for judicial process. Moreover, nearly all corporate trustees are 
too zealous in the preservation of their own good reputations, to act know- 
ingly as a land trust trustee in an objectionable enterprise. 

In setting forth below some of the uses for land trusts, no importance 
is attached to the order of presentation. In a certain situation, one purpose 
is all important; in another set of circumstances, another land trust charac- 
teristic is the ruling consideration. 


Ownership by Several Persons 


Where ownership of land is shared by a number of persons, there is 
necessarily complexity in dealing with title to the land. For conveyances 
the signatures of each owner and spouse must be obtained. If some owners 
are out of the state, the burden is increased. Further, if any one of the 
owners should die or become incompetent or bankrupt, or if a judgment be 
obtained against one beneficiary, transactions concerning the title become 
increasingly complicated or even impossible. Any lawyer can visualize 
other problems which arise where title to land is held by more than one 
person. In fact, he probably has met many of them in actual experience. 

If a land trust is used, regardless of how numerous its beneficiaries or 
how involved the affairs of any one beneficiary, the trustee alone executes 
the instruments. The grantee is not concerned at all about the beneficiaries 
and the real estate held in trust is immune from the chaos which may 
arise from the affairs of the beneficiary. 


Privacy of Ownership 


There are many situations where it is desirable that ownership of prop- 
erty not be disclosed in the public records. A tried and true example is that 
if a tract of land is being acquired in separate parcels, negotiations for pur- 
chase can sometimes be handled more economically if the identity of the 
real purchaser is not known. The land trust conceals such identity. Perhaps 
a building owner wishes to remove himself from negotiations with and 
complaints from his tenants. There are many other situations where con- 
cealment of ownership is desirable. A land owner may simply not wish to 
disclose his ownership for the wholly proper reason that he wants his real 
estate ownership to be private just as his stock, bond or money ownership 
is private. For all of those cases, the land trust is a highly useful method of 
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holding title. The trustee will not disclose the identity of the beneficiary 
except when required to do so by legal process. 


Financing 

In many cases, mortgage loans on real estate may be obtained on the 
sole security of the land. Personal liability from the landowner is not re- 
quired by the lender. In such cases the land trust works admirably. The 
trustee executes both note and mortgage, carefully exculpating itself and 
the beneficiary from personal liability on default. 

There are other cases where it is desirable to borrow on the security 
of the beneficial interest of the land trust, which is pledged with the lender 
after notice of such pledge to the trustee. Caution should be used in adop- 
ting this procedure, however, that a mortgage is not created with resulting 
rights of redemption.!® 


Nonresident Ownership 


Where nonresidents own real estate, obvious problems arise. For 
example, on death of the owner double probate proceedings would be 
necessary to pass title to the land. Inheritance tax problems are present. If 
title to the nonresident’s real estate is in a land trust, the interest of the 
beneficiary is personal property and the need for ancillary probate should 
be removed. Also the land trust provides a responsible, local representa- 
tive for the nonresident owner through which management may be chan- 
neled and inquiries directed. 


Avoidance of Probate 


Because land trusts have the basic characteristics of all trusts, it is 
possible to provide in the trust agreement for the succession of ownership 
on death of the beneficiary. Life interests, with remainders over, may be 
established in the agreement with respect to the beneficial interest. Obvi- 
ously the creation of such interests requires careful consideration and the 
subject will be discussed more fully hereafter. 

The popularity of joint tenancy as a method of passing title to real 
estate without probate has declined in recent years. In many instances, a 
land trust will accomplish all of the advantageous results of joint tenancies 
without some of the defects of that fine old historic device. 


Dower 


There are many cases where the attachment of a dower interest to real 
estate is unnecessary and unrealistic. For example, a man who trades and 
deals in real estate should not have such real estate burdened by a dower 


19See DeVoigne v. Chicago Title and Trust Company, 304 Ill. 177, 136 N.E. 
498 (1922). 
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interest in his wife. Or the wife of the real estate owner may be an invalid 
or incompetent and therefore unable to execute a deed or release. Wives 
should sometimes be protected in their real estate ownerships from dower 
rights of their husbands. The spouse of the beneficiary of a land trust has 
no dower rights therein and the land trust is an excellent method for elimi- 
nating the nuisance of dower. 

Other uses of land trusts will be visualized by the imaginative lawyer.?° 
Every attorney with a substantial real estate practice will be faced with 
peculiar situations for which a land trust may be the perfect answer. 


LEGAL PROBLEMS IN LAND TRUSTS 


The problem here has been to select the legal phases of the matter 
which have the greatest impact on the basic questions which arise in con- 
nection with land trusts. In the discussion which follows an attempt is made 
to cover those matters which are fundamental and which may be ruling 
standards for the solution of other land trust questions. 


The Interest of the Beneficiary in a Land Trust 
is Personal Property 


Obviously the land trust res is real estate. But the interest of the 
beneficiary of the land trust is personal property. However, there must 
be an express provision in the trust agreement that the beneficiary’s interest 
in a land trust is personal property.*? 

The land trust beneficiary has the right to possession, the right to the 
income, and the right to the sale price. He seems no different from the 
owner who also has fee title to the land. For those, and other reasons, it 
is sometimes difficult to persuade persons not familiar with land trusts that 
the interest of the beneficiary is personalty, with all of the legal attributes 
of personalty. There is no doubt in Illinois that such is the case. 

The earliest Illinois decision which held that the beneficiary of a land 
trust owns personal property was Duncanson v. Lill.2? This case included 
a bill for specific performance of an agreement with respect to the beneficial 
interest in a customary form Illinois land trust. The Supreme Court trans- 
ferred the cause to the appellate court, because no freehold was involved. 
The reason was that the beneficial interest, which was the subject matter 
of the agreement and of the lawsuit, was personal property. The court 
stated that the fact that by the beneficiary’s act, to wit, a direction to the 
trustee to convey to the beneficiary, he could turn his personal property, 


20 George F. Anderson, out of his great experience in real estate law, wrote an 
interesting series of articles on “Land Trusts in Action” in March 1955 issues of the 
Real Estate News published by the Chicago Real Estate Board. 

21 Gordon v. Gordon, 6 Ill. 2d 572, 129 N.E.2d 706 (1955). 


22322 Ill. 528, 153 N.E. 618 (1926). 
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the beneficial interest, into real property, the legal title, did not make that 


. beneficial interest real property. 


The basic holding, that the interest of the beneficiary is personal 
property, has been reaffirmed in a number of other Illinois decisions. Some 
concerned the question of whether a freehold was involved.”* The necessity 
of including land trust beneficiaries as parties in condemnation was the 
point in another.** The partition cases, which will be discussed later, also 
rely in substantial degree upon the personal property phase of the beneficial 
interest.?5 

Many of the special characteristics of this trust form spring from this 
personal property feature. Upon the basis of this quality, the land trust form 
can be adapted to meet and solve many unusual legal problems. 


The Statute of Uses 


In medieval England, it had become an exceedingly widespread practice 
to hold legal titles to real estate in one person but for the use of others. 
These were what we now know as trusts. There were many reasons for 
this practice. During the War of the Roses the “use” was a method whereby 
forfeiture of lands for treason could be avoided. Some of the many trouble- 
some and annoying features of feudal tenure could be eliminated thereby. 
For example, provision could be made to avoid the rule of primogeniture 
and a property owner could provide at his death for children other than 
the first born son. 

Many complaints arose because of real property ownership through 
uses. One objection was that it had become difficult to locate the true 
owners of real estate. Debtors were hiding assets from their creditors. 
Feudal duties were being evaded, to the distress of the overlords. One of 
those most hurt was the king himself since he was losing revenue. So 
largely because of the desire of Henry VIII to collect more income, the 
Statute of Uses came into being. It was adopted by Parliament in 1535- 
1536. 

By the Statute of Uses, the holder of the use became the holder of the 
legal estate of the same character as the equitable or use estate which he 
formerly owned. In 1545 it was decided by the English courts that the 
Statute of Uses was inapplicable to an active use or trust.?¢ 

The Statute of Uses did not stay in England. It came to the United 


23 Sweesy v. Hoy, 324 Ill. 319, 155 N.E. 323 (1927). 

24 Chicago, N.S. & M.R.R. Co. v. Chicago Title and Trust Company, 328 Ill. 610, 
160 N.E. 226 (1928). 

25 Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952); Aronson v. Olsen, 348 Ill. 
26, 180 N.E. 565 (1932). 

26For an interesting discussion of the history of uses and of the Statute of Uses 
see AMERICAN LAW oF Property § 1.16 (1952). The author is Professor Simes. See also 
Powe tt, Reat Property §§ 266-268 (1950). 
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States and it is the law of Illinois.27 We don’t have feudalism, primogeni- 
ture, or Henry VIII, but we do have the Statute of Uses. 

It is common to hear land trusts referred to as “naked title holding 
trusts” or as “dry land trusts” or even “passive land trusts.” Such names 
are misleading. If they were accurate the Statute of Uses would operate 
and legal title would vest in the beneficiary. 

The trustee under the customary Illinois land trust does have duties. 
The trustee must convey on proper direction and must sell at public sale any 
property remaining in the trust within a time specified, which is usually 
twenty years after the date of the trust agreement. Those are duties which 
should be enough, and are enough, to take land trusts out of the operation 
of the Statute of Uses. 

The Supreme Court of Illinois has taken a liberal attitude toward the 
operation of the Statute of Uses. The leading Illinois case on the Statute of 
Uses is Crow v. Crow.?® There, in order to set up a joint tenancy, a husband 
conveyed real estate to a nominee in trust for the purpose of conveying to 
the husband and his wife as joint tenants. The son of the grantor, at the 
grantor’s death, tried to have the Statute of Uses applied to the conveyance 
from his father to the nominee. Thereby the son would share in the land. 
But the Supreme Court held that the duty of the nominee to convey to 
the joint tenants was sufficient to toll the Statute of Uses. 

Although there are some decisions to the contrary, the majority view 
in the United States is that a duty in the trustee to convey, with nothing 
more, is sufficient to take the trust out of the Statute of Uses.?® 

The Illinois courts have considered the applicability of the Statute of 
Uses to land trusts and have held it inapplicable. Several reasons have been 
given. The most thorough discussion of the Statute of Uses in connection 
with land trusts will be found in Chicago Title and Trust Company v. 
Mercantile Bank.2° Two reasons for the inapplicability of the Statute were 
given. First, the trustee had the active duties mentioned above, and second, 
the interest of the beneficiary was personal property upon which the Statute 
of Uses does not operate. The Supreme Court of Illinois is of the same 
view that the Statute of Uses is not applicable.*! 

It is safe to conclude that there is no danger in Illinois that the courts 
will apply the Statute of Uses to the ordinary form of land trusts. 


Negligence Liability 
Land is often a hazard and a source of accidents. There may be hidden 


27Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952); Kirkland v. Cox, 94 Ill. 
400 (1880). 

28 348 Ill. 241, 180 N.E. 877 (1932). 

29 RESTATEMENT, Trusts § 69 (1935). 

30 300 Ill. App. 329, 20 N.E.2d 992 (1st Dist. 1939). 

81 Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952). 
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ditches, worn out fences, or dilapidated stairways. Even for vacant real 
estate there is always a danger of injury to persons or to property. 

In the consideration of land trusts a matter of first importance to 
trustee and beneficiary alike, is the question of liability for negligence in 
connection with casualties at the real estate held in trust. 

The Illinois Supreme Court has thus expressed the first principles of 
liability for negligence: %? 


“cc 


.... In every case involving actionable negligence there must exist 
three essential elements: First, the existence of a duty on the part of the 
person charged, to protect the complaining party from the injury re- 
ceived; second, a failure to perform that duty; and third, an injury 
resulting from such failure. When these elements concur they unitedly 
constitute actionable negligence, and the absence of any of these ele- 
ments renders the pleading bad or the evidence insufficient, as the case 
may be. ... That the burden of proving the existence of the duty, its 
breach and the resulting injury is on the complaining party, is so well 
settled in the law of negligence that it requires no elaboration or citation 
of authority to sustain it.” 


It will be recalled that in the land trust agreement the beneficiary has 
complete power to manage and control the property. The trustee is given 
such powers with respect to the title to the trust real estate as will permit 
persons freely to deal with the trustee concerning the title. This is reflected 
in the deed in trust whereby the property is conveyed to the trustee with full 
powers to deal with the title.8* In that deed it is specified that the interest 
of the beneficiary is in the earnings, avails, and proceeds. 

It is readily apparent that in so far as the possession, operation, main- 
tenance, or repair of the property held in trust is concerned, the trustee 
has no duties whatsoever for the obvious reason that the trustee has no 
rights at all concerning possession, operation, maintenance, or repair. The 
trustee cannot have a duty to do something that it has no right to do. 
Therefore, on the concept of negligence liability mentioned above, the 
trustee should not be liable for injuries at the trust property—no duty, no 
liability. 

The Illinois decisions absolve the trustee of a land trust from liability 
for negligence in connection with the possession, maintenance, or operation 
of the property held in trust. The first case so to hold was Whittaker v. 
Central Trust Company.** The trustee of a land trust which held title to 
an apartment building was held not liable to a tenant injured in the building. 
However only an abstract of that decision has been published. 

The leading case on the subject is Brazowski v. Chicago Title and Trust 


32 Chicago Union Traction Co. v. Giese, 229 Ill. 260, 263, 82 N.E. 232, 233 (1907). 
33 See copy of deed in trust at end of this article. 
34270 Ill. App. 614 (1st Dist. 1933) (abst. dec.). 
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Company.*® A dilapidated iron fence fell on a little boy and broke his leg. 
Title to the site of the accident was in a land trust trustee. 

A judgment for the plaintiff was reversed. The appellate court speaking 
through Justice Friend, carefully analyzed the trust arrangement. It stated 
that there is no inconsistency in the division of powers between beneficiary 
and trustee and pointed out the sound business reasons for such division. 
The court applied the fundamental precepts of negligence law mentioned 
above, saying: 

“.... We therefore conclude that the trustee, at the time of the acci- 
dent, had neither the right to, nor the actual possession or control of 
the premises, upon which the injury occurred. It is a fundamental rule 
that the liability to pay damages for negligence arises out of the exis- 
tence of a duty and a breach thereof... . The duty in the case at bar 
would, of necessity, arise out of the fact of possession and control, 
and can be attributed only to the person who has the possession and 
control.” 3¢ 


Leave to appeal from the decision in the Brazowski case was denied by the 
Illinois Supreme Court.** There the law of negligence, as applied to land 
trust, remains. There are no later decisions.*® 

For the same reasons it would appear that a land trust trustee is not 
liable for nuisances or ordinance violations in connection with the operation 
of the property held in trust.8® There are no decisions on this subject, 


however, where the property involved was held in a land trust. In the 
case cited a lease and an agency were involved. However, there is a close 
parallel between such a case and the land trust situation. 


Questions of Agency 


There are important legal differences between a trustee and an agent *° 
even though in certain circumstances a trustee could also be the agent of 
the beneficiary. Conversely, the beneficiary might be the agent of the 
trustee. For example, corporate trustees always must act through agents 
and such a trustee might make a beneficiary its agent for particular purposes. 
Those relationships do not arise, however, merely from the fact that there is 
a trust. They always spring, if at all, from the facts of a particular situation. 

Examination of the usual form land trust and of the deed in trust 


35280 Ill. App. 293 (1st Dist. 1935). 

36 Jd. at 305. 

37 280 Ill. App. xiii (1st Dist. 1935). 

38For a more complete discussion of the Brazowski case see Note, 13 Cut.-KEnt. 
L. Rev. 383 (1935). 

39 See Chicago v. Wernecke, 4 Ill. App. 2d 70, 123 N.E.2d 159 (1st Dist. 1954). 

40 For an interesting discussion of the differences between a trust and an agency, 
see Scotr, Trusts § 8 (1939). 

41 See cases cited by Scott, Trusts § 8, note 12 (1939). 
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commonly used,* discloses that there is nothing in either which makes the 
trustee the agent for the beneficiary with respect to management and control 
of the property. Powers of management and control are reserved by the 
beneficiary. Also, the beneficiary has no power to act for the trustee with 
respect to the title. The beneficiary may direct, but when the trustee acts 
pursuant to direction, it acts as a trustee, not as an agent. 

There are decisions in Illinois relating to the agency questions in land 
trusts. Discussion, however, should be divided into two parts; first, the 
beneficiary as agent of the trustee and second, the trustee as agent of the 
beneficiary. 

The beneficiary as agent of the trustee. One of the earliest decisions 
involving a land trust was Gallagher & Speck v. Chicago Title and Trust 
Company.*® There the beneficiary of a land trust had arranged to purchase 
a steam heating plant for an apartment building held in the trust. When 
the bill for the plant was not paid, the contractor sued the trustee in 
assumpsit. The opinion of the court is devoted largely to a discussion of 
the trust agreement and the deed in trust. It concluded that the trustee 
was not liable because there was nothing to support the view that the 
beneficiary was the agent of the trustee for the purchase of anything, 
including the heating equipment involved in the lawsuit. This decision is 
particularly interesting because it discusses and disposes of some of the 
criticisms made of land trusts by some lawyers on first impression. Of 
particular interest in the opinion were these words: 


“.... The recorded deeds, of which the public must take notice, pro- 
vided that while the full legal and equitable title was conveyed to the 
defendant [the land trust trustee], such title should be held in trust 
under the provisions of an agreement which left the cestui que trust 
an interest in the ‘earnings, avails and proceeds arising from the dispo- 
sition of the premises.’ This was constructive notice to the public that 
while defendant held the title to the premises, someone else named in 
the unrecorded trust agreement was the beneficial owner of all the 
rents and earnings of the property and the proceeds of any sale of the 
same.” 44 


The court found nothing wrong because the identity of the beneficial 
owner was secret. 
This would appear to be a correct decision. It seems to have settled 
the law in Illinois on the particular point and there are no later decisions. 
There was an agency question present in the Brazowski case.*®° There 
the question was tort liability and the agency question was resolved on 


42 See copies at end of this article. 

43 238 Ill. App. 39 (1st Dist. 1925). 

447d. at 43. 

45 Brazowski v. Chicago Title and Trust Co., supra note 35. 
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substantially the same reasoning as in Gallagher & Speck. The beneficiary 
was not the agent of the trustee. 

The trustee as agent of the beneficiary. The trustee’s functions are, 
by the agreement, restricted to dealing with the title solely when and as 
directed by the beneficiary. Such are duties of a trustee, not of an agent. 

A serious agency question arose, however, in the case of Barkhausen 
v. Continental Illinois National Bank & Trust Co. This case and the 
Supreme Court decision which followed it, created so much interest that a 
somewhat detailed discussion may be justified. 

The trustee of the land trust involved in this case was an individual, 
but the standard forms were used. The beneficiaries were two partners. 
The trust property, when conveyed to the trustee, was subject to a mort- 
gage indenture which contained a provision that on conveyance of the 
mortgaged property, the mortgage obligations were to be assumed by 
the grantee. Upon acquiring the title, the trustee executed an assumption 
agreement whereby as trustee, and not personally, he assumed all of the 
covenants of the mortgagor in the mortgage indenture. The assumption 
agreement exonerated the trustee from personal liability but did not excul- 
pate the beneficiaries.*? 

The appellate court held that the two beneficiaries of the trust were 
personally liable for payment of the bonds secured by the mortgage in- 
denture. The basis of the opinion seems to be a statement that if the 
beneficiaries control and manage the trust property, whenever the trustee 
acts pursuant to direction of the beneficiaries, the trustee is the agent of 
the beneficiaries. The authority given was a decision in the eighth Circuit 
Court of Appeals ¢® involving a trust set up by creditors of a grain dealer 
to hold grain. Scott on Trusts was also cited.*® 

The surprise created in legal circles by the appellate court decision 
in the Barkhausen case ™ did not last long. The Supreme Court granted 
leave to appeal and reversed the appellate court.54 The Supreme Court 
held that where the trustee simply executed an instrument as trustee and 
not individually, an ambiguity would arise and evidence is admissible as 
to the preliminary negotiations which led to the execution of the agree- 
ment. The Court pointed out that from the record it was clear that the 


46 351 Ill. App. 388, 115 N.E.2d 533 (1st Dist. 1953). 

47 Out of an abundance of caution, the exculpation clause used by most corporate 
trustees of land trusts, exculpates not only the trustee but also the beneficiaries. See 
example at end of article. 

48 Otoe County National Bank v. Delany, 88 F.2d 238 (8th Cir. 1937). 

49 Scorr, Trusts § 274 (1939). However the section in question could equally well 
be quoted for the opposite conclusion for it is concerned with the liabilities of bene- 
ficiaries in general. 

50 Barkhausen v. Cont. Ill. Nat’l Bank & Trust Co., supra note 46. 

51 Barkhausen v. Cont. Ill. Nat’l] Bank & Trust Co., 3 Ill. 2d 254, 120 N.E.2d 649, 
cert. denied sub nom. Edwards v. Barkhausen, 348 U.S. 897, 75 Sup. Ct. 218 (1954). 
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trustee’s authority, even if he were an agent, did not include, and was 
-known not to include, the power to subject the beneficiaries to personal 
liability. The Court also cited the well known and approved practice of 
using nominees in limiting the liability of principals in real estate trans- 
actions.®? 

The Supreme Court decision in the Barkhausen case,®* even though it 
is not wholly concerned with trust law, is sufficient basis for the conclusion 
that the trustee of a land trust is not the agent of the beneficiary solely by 
virtue of acting on direction from the beneficiary. 


Exculpation Clauses 


Land trust trustees are called upon to execute various mortgages, agree- 
ments, leases, or other instruments relating to the title of the property held 
in trust. Naturally and properly, no trustee wants to assume any personal 
liability in connection with activities of the beneficiary. Furthermore, it is 
frequently also intended that the beneficiary be excused from personal 
liability. Such liability can be avoided, and is avoided, through the use 
of exculpation or exoneration clauses. 

Rather simple language has been held to suffice to exonerate a trustee 
in Illinois. In the well known Schumann-Heink case ™* the language used 
was that the agreement was executed by the trustees “not individually but 
as such trustees to bind the trustees.” The court held that was enough. 

Clauses exonerating both trustee and beneficiary in land trust cases 
have been given effect in Illinois.®® 

A form of exoneration clause which is in common use appears at the 
end of this article. Having been prepared by counsel schooled in the 
hazards of the trust business, it is somewhat longer than the clause upheld 
in the Schumann-Heink case. It is to be noted that exculpation clauses may 
restrict liability to all the property held in the trust or to the specific 
property involved in a particular transaction in those cases where more 
than one parcel is held in the trust. 


Judgments Against the Beneficiary 


It is of utmost importance in the administration of land trusts that 
judgments against the beneficiary not be liens against the property held in 
trust. The Illinois statute with respect to the lien of judgments against 
real estate says: 


“.. the judgment of a court of record shall be a lien on the real estate 
of the person against whom it is obtained. . . .” °6 


52 See Naas v. Peters, 388 Ill. 505, 58 N.E.2d 530 (1944). 
58 Barkhausen v. Cont. Ill. Natl Bank & Trust Co., supra note 51. 

54 Schumann-Heink v. Folsom, 328 Ill. 321 (1927). 

55 Conkling v. McIntosh, 324 Ill. App. 292, 58 N.E.2d 304 (1st Dist. 1944). 
56TiLt. Rev. Srat. c. 77, § 1 (1953). 
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“. . ‘real estate,’ when used in this act shall include lands, tenements, 
hereditaments, and all legal and equitable rights and interests therein 
and thereto, ... .” 57 


As has been pointed out earlier in this article, the beneficiary has no 
interest, legal or equitable, in the real estate held in a land trust. His interest 
is personal property. It should clearly follow, therefore, that the lien of 
a judgment against a land trust beneficiary does not attach to the real estate. 

Such is the law of Illinois. The first case to so hold was Kerr v. Kotz.*8 
But this was an abstract decision and not readily available. However, the 
same result was reached in a well reasoned opinion of Mr. Justice John J. 
Sullivan in the case of Chicago Title and Trust Company v. Mercantile 
Bank.®° 

Although a land trust in the usual form was not involved, the Supreme 
Court decision in the case of Whitaker v. Scherrer ™ supports the con- 
clusion that judgments against land trust beneficiaries do not constitute a 
lien against the trust property. 


Partition 


In many land trusts, there are more than one beneficiary. In fact, as 
has been mentioned, one of the most useful functions of land trusts is to 
prevent the problems which are present where real estate is owned by two 
or more persons. 

Major advantages of the land trust where there are several owners would 
quickly be set for naught if partition proceedings could be brought by any 
beneficiary. Partition will not lie in Illinois with respect to property held 
in the customary form of land trust.*! This is true even though the period 
of duration set in the trust agreement has passed and the trustee has not 
sold the property at public sale as required by the agreement.® 


The Forcible Detainer Cases 


The Illinois courts in their treatment of land trusts have nearly always 
applied well settled rules of law to those trusts. There is, however, one 
exception. It has to do with what might be called the forcible detainer cases. 
The Illinois forcible detainer statute provides: 


“The person entitled to the possession of lands or tenements may be 
restored thereto in the manner hereafter provided. . . .” © (Emphasis 
added.) 


id. ¢ 3. 

58218 Ill. App. 654 (1st Dist. 1920) (abst. dec.). 

59 300 Ill. App. 329, 20 N.E.2d 992 (ist Dist. 1939). 
60 313 Ill. 473, 145 N.E. 177 (1924). 

61 Aronson v. Olsen, 348 Ill. 26, 180 N.E. 565 (1932). 
62 Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952). 
63 Tit. Rev. Srat. c. 57, § 2 (1953). 








Winter] LAND TRUSTS 671 


The action of forcible detainer is purely statutory and the requirements 
. of the statute must be strictly followed.** The Illinois Supreme Court has 
said: ® 


“... in an action of forcible entry and detainer the immediate right of 
possession is all that is involved and the title can not be inquired into 
for any purpose.” 


That is not new law. One hundred years ago the Supreme Court said 
substantially the same thing.®* 

In the land trust agreement it is clear that possession, management, and 
control are retained by the beneficiary. The trustee has broad powers to 
deal with the title, but always subject to direction from the beneficiary. It 
has been specifically held with respect to land trust property, that the 
right of possession is in the beneficiary, not in the trustee.** However, there 
are a group of decisions in the first district of the Illinois appellate court 
which appear to hold that forcible detainer proceedings in land trust cases 
must be brought by the trustee.® 

These cases have been criticized.*® Nevertheless, they have not been 
reversed, distinguished, or overruled. They state the present law of the 
first district appellate court of Illinois with respect to forcible detainer in 
land trust cases. Fortunately they are not an insurmountable barrier in 
land trust operation. 


Transfer of Beneficial Interest on Death of Beneficiary 


It is a common practice with respect to land trusts, that at the time the 
trust is established or later by amendment, the beneficiary provides for 
the devolution of the beneficial interest on his death. The question arises, 
therefore, whether the formalities of the Statute of Wills must be observed 
with respect to the execution of the trust. 

Clearly, in Illinois, a conveyance of real property is not testamentary 
even though the grantor retains the income and use of the property for 
his life, plus the power to sell and keep the proceeds, plus the power of 
revocation.” 


64 Biebel Roofing Co. v. Pritchett, 373 Ill. 214, 25 N.E.2d 800 (1940). 

65 Davis v. Robinson, 374 Ill. 553, 555, 30 N.E.2d 52, 54 (1940). 

66 Wall v. Goodenough, 16 Ill. 414 (1855). 

‘ Brazowski v. Chicago Title and Trust Company, 280 Ill. App. 293 (1st Dist. 
1935). 

68 Liberty Nat’l Bank v. Pollack, 337 Ill. App. 385, 85 N.E.2d 855 (1st Dist. 1949) 
(abst. dec.); Barnett v. Levy, 331 Ill. App. 181, 72 N.E.2d 649 (1st Dist. 1947) (abst. 
dec.); Handler v. Alpert, 331 Ill. App. 405, 73 N.E.2d 171 (1st Dist. 1947) (abst. dec.); 
Liberty Nat'l Bank v. Kosterlitz, 329 Ill. App. 244, 67 N.E.2d 876 (1st Dist. 1946). 

6925 Cut.-Kent L. Rev. 176 (1947). See also Survey of Illinois Law for the Year 
1945-1946, 25 Cut.-Kent L. Rev. 1, 58 (1946). 

70 Kelly v. Parker, 181 Ill. 49, 54 N.E. 615 (1899). See also Bear v. Millikin Trust 
Co., 336 Ill. 366, 168 N.E. 349 (1929); Young v. Payne, 283 Ill. 649, 119 N.E. 612 (1918). 
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The recent case of Farkas v. Williams™ was concerned with shares 
of stock where the buyer retained complete rights in himself as trustee, but 
provided for transfer on his death to a named beneficiary. Such a provision 
was held not to make the trust testamentary. The court held a valid trust 
had been created. 

However, the preparation of clauses to cover the devolution of the 
beneficial interest on death of the beneficiary is not a simple matter.’ 


Dower 
The Illinois statute on dower provides: 


“A surviving spouse, whether husband or wife, may become endowed 
of a third part of all real estate of which the decedent was seized of an 
estate of inheritance. .. .” ™ 


In order for dower to attach to real estate, the decedent must have had 
some sort of title, legal or equitable.74 Further, it has been held by the 
Supreme Court of Illinois, after careful consideration of the pertinent 
statutes and their history, that dower does not apply to personal property.”® 

There are no decisions which hold that the surviving spouse of a 
beneficiary in a land trust has no dower in the property held in trust. 
However, since the interest of the beneficiary is personal property,” it 
clearly follows that there are no dower rights in the spouse of a deceased 
beneficiary of a land trust. That conclusion is strengthened by the fact that 
the beneficiary has no title, legal or equitable in the real estate held in the 
land trust. 


EXCLUSIONS 


There has been no discussion here of income taxes as related to land 
trusts. Income tax problems in land trust situations are concerned primarily 
with the relationships of the beneficiaries among themselves. For example, 
land trusts are used in connection with associations, with partnerships, and 
with sole proprietorships. The deed in trust and trust agreement would be 
substantially the same, but the income tax impact in those three situations 
would be quite different. Consideration of income taxation where land 
trusts are involved, is left to the tax experts. 

Other matters could have been covered but for limitations of space. For 


715 Tll. 2d 417, 125 N.E.2d 697 (1955). 

72 See RESTATEMENT, Trusts § 56 (1935). 

73 Tuy. Rev. Stat. c. 3, § 170 (1953). 

74 Nicoll v. Ogden, 29 Ill. 323 (1862). 

7 Clark v. Hanson, 320 Ill. 480, 151 N.E. 369 (1926). 

76 Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952); Sweesy v. Hoy, 324 Ill. 
319, 155 N.E. 323 (1927). 
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example, many lawyers are interested in how to reach the beneficial interest 
.in order to satisfy the debts of the beneficiary. Others want to know how 
to obtain the names of the trust beneficiaries. The reasons that the rule 
against perpetuities is not applicable to land trusts might interest some 
lawyers. Others are concerned about homestead rights in land trusts. There 
has been no mention of the reasons that personal property taxes are not 
levied upon the beneficial interest. 

Some of these questions are entirely procedural. The impact of all of 
them on land trusts is relatively slight. In any event all that is done here is to 
acknowledge that such questions, and others, exist. 


SUMMARY 


This is not meant to be a scholarly critique of land trusts and of the 
decisions which relate to them. It is no more than an attempt to explain 
them, to point out some of their uses, and to discuss some of the court 
decisions which pertain to them. Land trusts have a useful function; they 
are a helpful tool for the solution of troublesome legal problems. Last, but 
not least, the Illinois courts approve of their basic legal structure. 


STANDARD FORM DEED IN TRUST 
THIS INDENTURE WITNESSETH, That the Grantor 
of the County of and State of 











for and in consideration of. Dollars, and 





other good and valuable considerations in hand paid, Convey 


and Warrant unto TRUST COMPANY, a corporation of 
Illinois, as Trustee under the provisions of a trust agreement dated the 








day of ______ 19___, known as Trust Number 





the following described real estate in the County of and 
State of Illinois, to-wit: 
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TO HAVE AND TO HOLD the said premises with the appurtenances 
upon the trusts and for the uses and purposes herein and in said trust agree- 
ment set forth. 

Full power and authority is hereby granted to said trustee to improve, 
manage, protect and subdivide said premises or any part thereof, to dedicate 
parks, streets, highways or alleys and to vacate any subdivision or part 
thereof, and to resubdivide said property as often as desired, to contract 
to sell, to grant options to purchase, to sell on any terms, to convey either 
with or without consideration, to convey said premises or any part thereof 
to a successor or successors in trust and to grant to such successor or suc- 
cessors in trust all of the title, estate, powers and authorities vested in said 
trustee, to donate, to dedicate, to mortgage, pledge or otherwise encumber 
said property, or any part thereof, to lease said property, or any part thereof, 
from time to time, in possession or reversion, by leases to commence in 
praesenti or futuro, and upon any terms and for any period or periods of 
time, not exceeding in the case of any single demise the term of 198 years, 
and to renew or extend leases upon any terms and for any period or periods 
of time and to amend, change or modify leases and the terms and provisions 
thereof at any time or times hereafter, to contract to make leases and to 
grant options to lease and options to renew leases and options to purchase 
the whole or any part of the reversion and to contract respecting the manner 
of fixing the amount of present or future rentals, to partition or to exchange 
said property, or any part thereof, for other real or personal property, to 
grant easements or charges of any kind, to release, convey or assign any 
right, title or interest in or about or easement appurtenant to said premises 
or any part thereof, and to deal with said property and every part thereof 
in all other ways and for such other considerations as it would be lawful 
for any person owning the same to deal with the same, whether similar to 
or different from the ways above specified, at any time or times hereafter. 

In no case shall any party dealing with said trustee in relation to said 
premises, or to whom said premises or any part thereof shall be conveyed, 
contracted to be sold, leased or mortgaged by said trustee, be obliged to see 
to the application of any purchase money, rent, or money borrowed or 
advanced on said premises, or be obliged to see that the terms of this trust 
have been complied with, or be obliged to inquire into the necessity or 
expediency of any act of said trustee, or be obliged or privileged to inquire 
into any of the terms of said trust agreement; and every deed, trust deed, 
mortgage, lease or other instrument executed by said trustee in relation to 
said real estate shall be conclusive evidence in favor of every person relying 
upon or claiming under any such conveyance, lease or other instrument, 
(a) that at the time of the delivery thereof the trust created by this Inden- 
ture and by said trust agreement was in full force and effect, (b) that such 
conveyance or other instrument was executed in accordance with the trusts, 
conditions and limitations contained in this Indenture and in said trust agree- 
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ment or in some amendment thereof and binding upon all beneficiaries 
thereunder, (c) that said trustee was duly authorized and empowered to 
execute and deliver every such deed, trust deed, lease, mortgage or other 
instrument and (d) if the conveyance is made to a successor or successors 
in trust, that such successor or successors in trust have been properly ap- 
pointed and are fully vested with all the title, estate, rights, powers, authori- 
ties, duties and obligations of its, his or their predecessor in trust. 

The interest of each and every beneficiary hereunder and of all persons 
claiming under them or any of them shall be only in the earnings, avails and 
proceeds arising from the sale or other disposition of said real estate, and 
such interest is hereby declared to be personal property, and no beneficiary 
hereunder shall have any title or interest, legal or equitable, in or to said 
real estate as such, but only an interest in the earnings, avails and proceeds 
thereof as aforesaid. 

If the title to any of the above lands is now or hereafter registered, the 
Registrar of Titles is hereby directed not to register or note in the certificate 
of title or duplicate thereof, or memorial, the words “in trust,” or “upon 
condition,” or “with limitations,” or words of similar import, in accordance 
with the statute in such case made and provided. 

And the said grantor__ hereby expressly waive__ and release__ any 
and all right or benefit under and by virtue of any and all statutes of the 
State of Illinois, providing for the exemption of homesteads from sale on 
execution or otherwise. 


In Witness Whereof, the grantor__ aforesaid ha__ hereunto set 





hand. and seal this day of 
a 











(SEAL) 
(SEAL) 








STANDARD FORM LAND TRUST AGREEMENT 
THIS TRUST AGREEMENT, dated this day of 


19___, and known as Trust Number 


is to certify that the TRUST COMPANY, a corporation of Illinois as 
trustee hereunder, is about to take title to the following described real 











estate in County, Illinois, to-wit: 
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otherwise known as No. Street and that when it 





has taken the title thereto, or to any other real estate deeded to it as trustee 
hereunder, it will hold it for the uses and purposes and upon the trusts 
herein set forth. The following named persons shall be entitled to the 
earnings, avails and proceeds of said real estate according to the respective 
interests herein set forth, to-wit: 


IT IS UNDERSTOOD AND AGREED between the parties hereto, 
and by any person or persons who may become entitled to any interest 
under this trust, that the interest of any beneficiary hereunder shall consist 
solely of a power of direction to deal with the title to said property and to 
manage and control said property as hereinafter provided, and the right to 
receive the proceeds from rental and from mortgages, sales or other dispo- 
sition of said premises, and that such right in the avails of said property 
shall be deemed to be personal property, and may be assigned and trans- 
ferred as such; that in case of the death of any beneficiary hereunder during 
the existence of this trust, his or her right and interest hereunder shall, 
except as herein otherwise specifically provided, pass to his or her executor 
or administrator, and not to his or her heirs at law; and that no beneficiary 
now has, and that no beneficiary hereunder at any time shall have any right, 
title or interest in or to any portion of said real estate as such, either legal 
or equitable, but only an interest in the earnings, avails and proceeds as 
aforesaid. The death of any beneficiary hereunder shall not terminate the 
trust nor in any manner affect the powers of the trustee hereunder. No 
assignment of any beneficial interest hereunder shall be binding on the 
trustee until the original or a duplicate of the assignment is lodged with 











‘ 
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the trustee, and every assignment of every beneficial interest hereunder, the 
original or duplicate of which shall not have been lodged with the trustee, 
shall be void as to all subsequent assignees or purchasers without notice. 

Nothing contained in this agreement shall be construed as imposing 
any obligation on the trustee to file any income, profit or other tax reports 
or schedules, it being expressly understood that the beneficiaries from time 
to time will individually make all such reports, and pay any and all taxes, 
required with respect to the earnings, avails and proceeds of said real estate 
or growing out of their interest under this trust agreement. 

In case said trustee shall make any advances of money on account of 
this trust or shall be made a party to any litigation on account of holding 
title to said real estate or in connection with this trust, or in case said trustee 
shall be compelled to pay any sum of money on account of this trust, 
whether on account of breach of contract, injury to person or property, 
fines or penalties under any law or otherwise, the beneficiaries hereunder do 
hereby jointly and severally agree that they will on demand pay to the said 
trustee, with interest thereon at the rate of 7% per annum, all such disburse- 
ments or advances or payments made by said trustee, together with its 
expenses, including reasonable attorneys’ fees, and that the said trustee shall 
not be called upon to convey or otherwise deal with said property at any 
time held hereunder until all of said disbursements, payments, advances and 
expenses made or incurred by said trustee shall have been fully paid, together 
with interest thereon as aforesaid. However, nothing herein contained shall 
be construed as requiring the trustee to advance or pay out any money on 
account of this trust or to prosecute or defend any legal proceeding in- 
volving this trust or any property or interest thereunder unless it shall be 
furnished with funds sufficient therefor or be satisfactorily indemnified in 
respect thereto. 

It shall not be the duty of the purchaser of said premises or of any part 
thereof to see to the application of the purchase money paid therefor; nor 
shall any one who may deal with said trustee be required or privileged to 
inquire into the necessity or expediency of any act of said trustee, or of 
provisions of this instrument. 

This trust agreement shall not be placed on record in the Recorder’s 
Office of the county in which the land is situated, or elsewhere, and the 
recording of the same shall not be considered as notice of the rights of any 
person hereunder, derogatory to the title or powers of said trustee. 

The trustee may at any time resign by sending by registered mail a 
notice of its intention so to do to each of the then beneficiaries hereunder 
at his or her address last known to the trustee. Such resignation shall become 
effective ten days after the mailing of such notices by the trustee. In the 
event of such resignation, a successor or successors may be appointed by the 
person or persons then entitled to direct the trustee in the disposition of the 
trust property, and the trustee shall thereupon convey the trust property 
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to such successor or successors in trust. In the event that no successor in 
trust is named as above provided within ten days after the mailing of such 
notices by the trustee, then the trustee may convey the trust property to 
the beneficiaries in accordance with their respective interest hereunder, or 
the trustee may, at its option, file a bill for appropriate relief in any court 
of competent jurisdiction. The trustee notwithstanding such resignation 
shall continue to have a first lien on the trust property for its costs, expenses 
and attorneys’ fees and for its reasonable compensation. 

Every successor trustee or trustees appointed hereunder shall become 
fully vested with all the estate, properties, rights, powers, trusts, duties and 
obligations of its, his or their predecessor. 

It is understood and agreed by the parties hereto and by any person 
who may hereafter become a party hereto, that said Trust Company will 
deal with said real estate only when authorized to do so in writing, and that 
(notwithstanding any change in the beneficiary or beneficiaries hereunder) 
it will, unless otherwise directed in writing by any of the beneficiaries, on 


the written direction of or will on 





the written direction of such other person or persons as shall be from time 
to time named in writing by the beneficiary or beneficiaries, or on the 
written direction of such person or persons as may be beneficiary or bene- 
ficiaries at the time, make deeds for, or otherwise deal with the title to 
said real estate, provided, however, that the trustee shall not be required to 
enter into any personal obligation or liability in dealing with said land or 
to make itself liable for any damages, costs, expenses, fines or penalties, or 
to deal with the title so long as any money is due to it hereunder. Otherwise, 
the trustee shall not be required to inquire into the propriety of any such 
direction. 

The beneficiary or beneficiaries hereunder, in his, her or their own 
right shall have the management of said property and control of the selling, 
renting and handling thereof, and each beneficiary or his or her agent shall 
collect and handle his or her share of the rents, earnings, avails and proceeds 
thereof, and said trustee shall have no duty in respect to such management 
or control, or the collection, handling or application of such rents, earnings, 
avails or proceeds, or in respect to the payment of taxes or assessments or in 
respect to insurance, litigation or otherwise, except on written direction as 
hereinabove provided, and after the payment to it of all money necessary 
to carry out said instructions. No beneficiary hereunder shall have any 
authority to contract for or in the name of the trustee or to bind the 
trustee personally. If any property remains in this trust twenty years from 
this date it shall be sold at public sale by the trustee on reasonable notice, 
and the proceeds of the sale shall be divided among those who are entitled 
thereto under this trust agreement. 

The Trust Company shall receive for its services in accepting this trust 
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and in taking title hereunder the sum of $ ; also the sum of 
$ per year for holding title after the _________ day of 
, 19___, so long as any property remains in this trust; 


also its regular schedule fees for making deeds, and it shall receive reasonable 
compensation for any special services which may be rendered by it here- 
under, or for taking and holding any other property which may hereafter 
be deeded to it hereunder, which fees, charges or other compensation, 
the beneficiaries hereunder jointly and severally agree to pay. 


IN TESTIMONY WHEREOF, the Trust Company has caused these 
presents to be signed by its Vice President and attested by its Assistant 
Secretary, and has caused its corporate seal to be hereto attached as and 
for the act and deed of said corporation, the day and date above written. 


TRUST COMPANY, 


ATTEST: By. 
Assistant Secretary. Vice President. 








And on said day the said beneficiaries have signed this Declaration of 
Trust and Trust Agreement in order to signify their assent to the terms 
hereof. 


[SEAL] Address 


May the name of any beneficiary be disclosed to the public? 








To whom shall written inquiries be referred? 





May oral inquiries be referred directly? ___. To whom? 
To whom shall bills be mailed? 








EXCULPATION CLAUSE 


It is expressly understood and agreed by and between the parties hereto, 
anything herein to the contrary notwithstanding, that each and all of the 
representations, covenants, undertakings and agreements herein made on 
the part of the Trustee while in form purporting to be the representations, 
covenants, undertakings and agreements of said Trustee are nevertheless 
each and every one of them, made and intended not as personal representa- 
tions, covenants, undertakings and agreements by the Trustee or for the 
purpose or with the intention of binding said Trustee personally but are 
made and intended for the purpose of binding only that portion of the trust 
properly specifically described herein, and this instrument is executed and 
delivered by said Trustee not in its own right, but solely in the exercise of 
the powers conferred upon it as such Trustee; and that no personal liability 
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or personal responsibility is assumed by nor shall at any time be asserted or 
enforceable against the Trust Company or any of the beneficiaries under 
said Trust Agreement, on account of this instrument or on account of any 
representation, covenant, undertaking or agreement of the said Trustee in 
this instrument contained, either expressed or implied, all such personal 
liability, if any, being expressly waived and released. 














SHOPPING CENTERS - THE ROLE OF 
THE LAWYER 


BY JACK SIDNEY MORRIS * 


THE NATURE OF A SHOPPING CENTER 


COINCIDENT WITH THE HOME BUILDING boom following World 
War II, we have witnessed the phenomenal development of shopping centers 
throughout the United States, giving rise to a new concept in retail mer- 
chandising and posing serious problems of competition for existing shopping 
districts in long-established neighborhood commercial areas. This develop- 
ment confronts the lawyer with a succession of new and often complex 
problems, whether the lawyer’s counsel is sought by an owner or developer 
of a shopping center or by a prospective tenant of one of the contemplated 
or existing retail units. 

A realistic awareness of the nature of these problems necessitates an 
understanding of the characteristics of a shopping center and the reasons 
for this unprecedented expansion in retail merchandising. A shopping center 
is a unified retailing development, situated in one or more integrated 
structures within the confines of specified boundaries, usually under single 
ownership,? affording complete shopping facilities to the trade area it serves, 
with adequate on-site parking for customers’ automobiles.? 

The modern shopping center evolved from the retail units of large 
mail order companies and initial experiments with grocery supermarkets 
in the 1930’s, many of which were opened in secondary or peripheral com- 
mercial areas to afford adequate space for parking automobiles unavailable 
at primary locations. The earliest shopping center is said to have been built 
in Baltimore, Maryland, in 1907, and the first planned, modern shopping 
centers were built in the 1920's. Nationally, there are now more than 


* JACK SIDNEY MORRIS. Ph.B. 1927; J.D. 1928, University of Chicago; 
Member Executive Committee, Real Estate Law Section, Illinois State 
Bar Association; partner in firm of Schuyler, Richert and Stough, 
Chicago, Illinois. 


1See discussion at pp. 688-689 infra for separate ownership of department store land 
and building. 

2For other definitions see Community Burtpers’ Councit or THE UrsAN LAND 
InstITUTE, THE Community Burtpers HANpBook 121-122 (1954); Urban Land Institute 
Technical Bulletin No. 20, July, 1953, p. 6; Chain Store Age, Administrative Edition, 
May, 1955, p. 22, col. 1; Gruen & Smith, Shopping Centers—The New Building Type, 
Progressive Architecture, June, 1952, p. 71. 

3Community Buitpers’ CounciL or THE Ursan LANp INsTITUTE, Op. cit. supra 
note 2, at 124-125; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 7. 
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1100 shopping centers in actual operation and more than 2200 are being 
planned and built.* 

What factors have given stimulus and momentum to this extensive 
retail expansion? What are the advantages of a shopping center? Why the 
undiminished, feverish endeavors to acquire a tract of land for the purpose 
of erecting still another center? The next few paragraphs will seek to 
answer these questions. 

A modern, well-planned suburban shopping center has three basic 
attributes: first, the cumulative pulling power of a carefully selected group 
of tenants. Tenants are not selected solely on the basis of maximum rent 
and financial responsibility, nor on a “first come” basis. Care must be 
exercised to procure that combination of tenancies which afford the con- 
suming public complete shopping facilities for the trade area which the 
center serves, thus exerting a maximum pull into the center. Second, it is a 
one-stop shopping district, permitting the consumer to complete all shop- 
ping requirements at one location and on one shopping trip. It meets the 
combined buying needs of the consumers in the trade area it serves. Third, 
it has adequate free parking facilities, enabling the shopper and his family 
to use the family automobile, relieved from the motorist’s seemingly insol- 
uble problems of how to park in close proximity to his destination, and 
doing so without paying for the service.5 

There are four fundamental reasons for the startling and currently 
unabated growth of suburban shopping centers. First, the substantial in- 
crease in the buying power of the consuming public from that of the 
economic depression of the 1930’s, coupled with the substantial increase in 
population. Second, the changes that have occurred in the retail merchan- 
dising pattern, illustrated by the development of self-service stores, initially 
experimented with successfully in grocery supermarkets and more recently 
in drug stores, variety stores, and other retail businesses. Self-service de- 
partments in department stores are not uncommon and present indications 
foreshadow further expansion and experimentation with self-service retailing 
as the buying public becomes accustomed to this departure from the old 
standardized personal method and as the retailer, by self-service sales, re- 
duces his operating expenses. In many instances, reduced operating costs 
are reflected in reduced prices, thus gaining public acceptance of self- 
service. Self-service enables the shopper to handle commodities, examine 
them, and make comparisons with other brands without the embarrassment 
to the customer that might otherwise result because of the impatience or 
tactlessness of a salesperson. A further illustration is the automatic vending 
machine, the use of which is constantly expanding, for dispensing a wide 
variety of products. Third, the shifting of our urban population into the 


*Chain Store Age, Administrative Edition, November, 1955, p. 30, col. 2. 
5 BaKER AND FuNARO, SHOPPING CENTERS—DESIGN AND OPERATION 11 (1951). 
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suburbs, a movement that began in significant numbers in the 1940’s, and 
which shows no signs of subsiding. More than sixty per cent of the national 
population is now suburban, and our suburban population has been growing 
four times as rapidly as the population of the country as a whole.® Fourth, 
the increased ownership and use of automobiles, possession of which is no 
longer considered to be a luxury.” 

Shopping centers have been classified into three separate categories, 
the classification referring not only to their respective sizes, but also to 
their respective functions. The first, and smallest in size, is usually called 
the “neighborhood center.” A narrow and strict connotation of the term 
“shopping center” would probably exclude the neighborhood center because 
it does not offer relatively complete shopping facilities. Essentially, it sells 
“convenience goods,” consisting of daily needs such as foods, drugs, sundries, 
and personal services. It should contain ten to fifteen stores and be located 
on a site containing five to ten acres. It requires at least 1,000 families for its 
support.’ Not infrequently, the neighborhood center is a “strip develop- 
ment,” 7.¢., a series of stores constructed in a row parallel to a street, set back 
to provide parking in front, or built to the front lot lines with parking 
facilities in the rear. 

The second category is known as the “community shopping center.” 
This is the intermediate size center and, in addition to the business establish- 
ments of a neighborhood center, should include shops for the sale of soft 
lines (clothing, etc.) and hard lines (hardware, appliances, etc.). The 
present trend is for the inclusion of a junior department store as the key 
tenant. A community center should consist of twenty to forty stores and 
be located on a site containing ten to twenty-five acres. It requires at least 
5,000 families for its support.® 

The third category is generally referred to as the “regional center.” 
Obviously largest in size, it should contain at least one department store. 
In addition to the type of stores contained in a community center, the 
regional center should have a wide variety of shopping goods stores includ- 


6 Chain Store Age, supra note 2, at 24, col. 3. 

7 BAKER AND FUNARO, Op. cit. supra note 5, at 4-7, 10. 

8ComMMuNITY BuILpers’ CouNcIL OF THE URBAN LAND INSTITUTE, Op. cit. supra 
note 2, at 122; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 6. But 
see BAKER AND FUNARO, Op. cit. supra note 5, at 10 (to the effect that a neighborhood 
center is designed to serve a minimum of 750 families); Gruen & Smith, supra note 2, 
at 71, col. 1 (to the effect that a neighborhood center serves from 10,000 to 20,000 
people). For suggested occupancies, see CommMuNity Burpers’ CouNcIL OF THE URBAN 
Lanp INstITUTE, op. cit. supra note 2, at 270. 

®Community Buitpers’ CouNnciL oF THE URBAN LAND INSTITUTE, Op. Cit. supra 
note 2, at 122; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 6; BAKER 
AND FuNARO, op. cit. supra note 5, at 10. But see Gruen & Smith, supra note 2, at 71, 
col. 1 (to the effect that the community center serves 20,000 to 100,000 people). For 
suggested occupancies, see ComMMUNITY BurLpers’ CouNcIL OF THE URBAN LAND INstTI- 
TUTE, op. cit. supra note 2, at 270. 
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ing those which sell fashion items and household furnishings. The regional 
center should have fifty to one hundred stores and be built on a site con- 
sisting of a minimum of thirty-five acres. It requires at least 100,000 people 
for its support. The regional center should be easily accessible by several 
major highways.’ 

The regional center should be a unified one-stop shopping center, 
offering complete retail shopping lines and possessing the requisite service 
shops. Within prudent limits, it should contain competing stores. Shoppers 
are accustomed to comparing values, and the opportunity should be afforded, 
especially so in women’s apparel lines. Moreover, healthy competition is 
consistent with the highest principles in our national economic structure 
and free private enterprise." 


PLANNING THE SHOPPING CENTER 


The planning and development of a shopping center, especially that of 
a regional center, requires the services of a team of experts, viz., market 
analyst, traffic engineer, site planner, real estate broker, merchandising con- 
sultant, architect-engineer, and landscape architect.12 Each, supreme in his 
respective sphere, must cooperate with the others to the end that the 
project, when completed and in actual operation, will be calculated to pro- 
duce that volume of business needed to insure its success and the success 
of each retail unit. And if that has been accomplished, it follows as a 
corollary that the best interests of the trade area are being served. Not 
infrequently, the lawyer finds himself in the unique position of a liaison 
officer, called upon to coordinate the activities of all of the foregoing 
experts. The confidential relationship which exists between lawyer and 
client injects him into this role and fastens this responsibility upon him, 
especially so where the lawyer has counselled the client over a period of 
years in other matters. Thus, the lawyer may emerge with more responsi- 
bilities than those normally incident to the execution of the respective con- 
tracts between the owner on the one hand and the architect, builder, etc., 
on the other, and those responsibilities inherent in the negotiation and 
preparation of leases. | 

Cast in this role, the lawyer should have an awareness that the recipe 
for a shopping center includes the following components: (1) The econo- 
mic or market analysis. The primary reasons for this analysis are to ascer- 


10 CoMMUNITY BuiLpers’ CouNciL oF THE UrBAN LAND INSTITUTE, Op. cit. supra 
note 2, at 122; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 6; BAKER 
AND FuNARO, Op. cit. supra note 5, at 10 (also to the effect that a regional center re- 
quires from 20 to 50 acres); Gruen & Smith, swpra note 2, at 71, col. 1 and at 87, col. 1. 

11 As advocating competition, see Welch, Regional Shopping Centers, Architec- 
tural Record, March, 1951, p. 127, col. 2. 

12ComMMUNITY BulLpers’ CouNcIL OF THE URBAN LAND INSTITUTE, Op. cit. supra 
note 2, at 129. 
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tain the sales potential, the delineation of the trade area, and the kind and 

_ size of the project to be built. An impartial and reliable research substitutes 
facts for hunches.'* (2) Location of site. The site should be easily acces- 
sible and in one tract not bisected by a highway. If the site is close to a 
residential area, it has the advantage of walk-in customers; if served by 
public transportation, it can count on customers other than the motorist. 
Consideration should be given to eventual expansion with a realization that 
additional stores will require additional parking facilities. (3) Planning 
the site. There should be a minimum walking distance from the parking 
area to the stores, and a like minimum within the store groupings. Maximum 
safety for motorists and pedestrians should be carefully planned. There 
should be adequate parking space in relation to selling space. Truck de- 
liveries should not conflict with customer convenience and safety. Arrange- 
ment of stores should be such as to develop the maximum cumulative pull 
into the center. (4) Architectural planning. The structure should be a 
unified architectural development giving the appearance of an integrated 
shopping center rather than a scattered group of miscellaneous stores. 
Architectural treatment and planning should be such as to play its part in 
exerting the maximum pull. (5) Selection of tenants. Tenants who are 
good merchandisers should be sought. The proper variety of tenancies to 
afford complete shopping facilities for the kind of center planned is of the 
utmost importance. (6) Management. An efficient management that 
achieves the maximum cooperation from all stores for the benefit of the 
center as a whole, redounding to the benefit of each tenant, is important, 
yet not always capable of attainment.1* 


Acquiring the Land 


The site selected for the project ordinarily is not owned by the client- 
developer when he first entertains ideas for the construction of a center. 
If available for purchase by him in one tract at a price he is willing to 
pay, consistent with an ultimate fair return on his investment, the lawyer’s 
part in the acquisition of title may involve nothing more than the usual 
problems in handling a normal real estate transaction. If, however, the tract 
must be acquired by purchasing numerous parcels from many owners, a 
series of problems with untold ramifications will ensue. Title to each parcel 
must be carefully examined so that the sum total, upon the acquisition of 
all parcels, is a good merchantable title in the owner in a unified tract and 
one so unencumbered that mortgage financing can be arranged. There 
should be a realization that all of the required parcels may not be available 
for purchase. Should some, but not all, be acquired, the developer may not 


13 See pp. 686-687 infra for a more detailed discussion of the market analysis. 

14Community Buitpers’ CounciL oF THE UrsAN LANp INSTITUTE, Op. cit. supra 
note 2, at 131-132; Urban Land Institute Technical Bulletin No. 20, July, 1953, pp. 11-12; 
Gruen & Smith, supra note 2, at 79-80, 83, col. 1. 
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be able to proceed with the project. Unless skillfully handled, he may have 
invested a substantial sum in land, only to awaken to the cruel fact that 
he cannot build the contemplated center and he must then seek to sell the 
land, probably at a loss. A loss is almost certain to occur under such cir- 
cumstances because, as a rule, the first parcel purchased is the least expensive. 
As owners of parcels sought for purchase appreciate that some one is under- 
taking to acquire, by a series of transactions, a unified large tract, each 
successive seller in turn raises his selling price. It is judicious, but not 
easily arranged, to obtain options to purchase before any parcels are actually 
bought. 

Acquisition of the proposed tract by purchase from multiple owners 
may confront the lawyer with complexities in the nature of vacations or 
dedications of streets, roads, and alleys, as well as with easement problems. 
Obviously, there is no uniformity in the patterns these problems assume but 
each must be met and solved. The lawyer must never dismiss from his 
awareness his responsibility to vest good title in his client to each of the 
parcels and to the tract as a whole. The client should not be put in a position 
of frustration in his efforts to borrow by mortgage security, to negotiate 
leases and, should he so desire, to sell the project at some future date. 


Zoning Problems 


Often the lawyer will find that existing zoning laws prevent the con- 
struction of the proposed center. Business uses are normally permitted on 
established business thoroughfares. The site selected may well be in an 
undeveloped area, frequently on farm land. As a consequence, the site will 
ordinarily be at a location zoned for non-business uses. Variations from 
permitted uses must then be obtained. These efforts are most likely to be 
followed by objections from local home owners. Good public relations 
in his rezoning efforts are needed by the developer. Prior to acquisition of 
the tract, or any of the component parcels, the lawyer must inquire into 
the zoning problems and advise the client accordingly.?® 


Market Analysis 


Mention has already been made of the economic or market analysis 
with a brief indication of its importance. While a comprehensive and im- 


15 See Herzog Bldg. Corp. v. City of Des Plaines, 3 Ill. 2d 206, 119 N.E.2d 732 
(1954), where a property owner’s contention that an amendment to a zoning ordinance 
which had the effect of preventing him from constructing a shopping center was 
invalid was rejected by the court, and Ward v. Scott, 16 N.J. 16, 105 A.2d 851 (1954), 
where variation permitting construction of shopping center was upheld. While these 
cases reached opposite conclusions, both are entirely consistent with established 
principles of zoning laws and offer no difficulty in reconcilement. See also LaSalle 
Nat’l Bank v. Chicago, 4 Ill. 2d 253, 122 N.E.2d 519 (1954); Dixon v. Zoning Board of 
Appeals, 19 Conn. Supp. 349, 113 A.2d 606 (1955); Zinn v. Board of Zoning Appeals, 
114 A.2d 614 (Md. Ct. of App. 1955); Schiff v. Board of Zoning Appeals, 114 A.2d 
644 (Md. Ct. of App. 1955). 
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partial market analysis is of the utmost importance to the developer because, 
in effect, it advises him to proceed with or refrain from construction of 
the proposed project, it is also important to others who will become envel- 
oped by the undertaking. First, there is the mortgagee whose willingness 
to lend money may be predicated upon the analysis. Then, there is the 
architect whose decision as to the size of the center and the kinds of stores 
will be influenced by it. Finally, there are the tenants, especially the initial 
ones who are normally the larger tenants and frequently the national chains, 
whose decisions may be based upon a reliable analysis. 

A market analysis must first ascertain the trade area. Obviously, the 
trade area varies with the merchandise. Habitually, families purchase 
grocery requirements in nearby stores but do not hesitate to travel longer 
distances for home furnishings. For convenience, the trade area may be 
divided into three categories: (1) The primary trade area. This is the 
nearby walk-in area with daily convenience stores closer than the proposed 
site. (2) The secondary trade area. This area has local convenience stores, 
but is devoid of important hard and soft line stores with more convenient 
access than the proposed site. (3) The fringe trade area. This is the area 
that may be closer to department and apparel stores than the proposed 
site, but from which customers might be procured because of better parking 
facilities and better merchandise selection. Obviously, the kind of roads and 
highways leading to and from the center will determine the driving time 
to and from a given point and consideration must be given to these factors.'¢ 

After determining the trade area, the market analysis must then ascertain 
the population and the anticipated growth. The buying power of the trade 
area is vital as the next factor. The analysis should then measure competition 
from existing shopping facilities. Physical and geographical conditions 
should be applied to economic statistics. It must be remembered that the 
completed center will create traffic problems, and therefore access by 
walk-in trade, public transportation customers, and motorists must be taken 
into account. Finally, and as a result of the several elements of research, 
the market analysis should suggest the kind of center to be built.17 


LEASING THE RETAIL UNITS 


While the word lease has more than one connotation, it is used here 
in its commonly accepted broad sense, as referring to the contract docu- 
ment between the owner and tenant. After the owner-developer has decided 
to construct the project and is reasonably confident that sufficient money 


16 CoMMUNITY BuiLpers’ CouNcIL OF THE UrBAN Lanp INstTiTUuTE, op. cit. supra 
note 2, at 135-136. 

17ComMMunITy Burtpers’ CouNncit oF THE UrBaNn Lanp INstiTUTE, op. cit. supra 
note 2, at 136-140; Urban Land Institute Technical Bulletin No. 20, July, 1953, pp. 12-14; 
Baker AND FuNARO, Op. cit. supra note 5, at 17-18; Gruen & Smith, supra note 2, at 
81, col. 1 and at 82, cols. 1, 2. 
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may be borrowed by mortgage security, he, his real estate broker, and his 
lawyer will find themselves entangled in the arduous, time-consuming, yet 
vitally important, task of negotiating and bringing to fruition the execution 
of agreements for leases or leases. Ordinarily, this is the lawyer’s principal 
duty after acquisition of the site. The discussion which follows respecting 
leases relates primarily to lessor-lessee relationships created prior to or during 
construction of the shopping center. Obviously, the vast and varied pro- 
grams for construction of shopping centers throughout the country invite 
this treatment of the subject matter. 


The Initial Tenants 


Mortgage financing is usually dependent upon the execution of leases 
with responsible tenants for key stores prior to procuring a firm commit- 
ment from a lending institution. This in turn means the execution of leases 
with a department store (if a regional center is planned) and with national 
chain store operators. The owner-developer, therefore, is confronted with 
the task of obtaining the most important tenancies for the most desirable 
locations at the outset of his leasing program. 

The department store, if a regional center is the subject of construction, 
or a junior department store, if a community center, is the most important 
tenant, not only because it is likely to be paying the largest rent (in terms 
of gross dollars but not necessarily in terms of dollars per square foot), but 
also because all of the other occupancies and store groupings must be 
planned around it as the nucleus. The department store, as a logical conse- 
quence, has disproportionate bargaining power and frequently will succeed 
in procuring the lowest per square foot rental in the center. Often, depart- 
ment stores demand and receive a so-called “turn key” lease, the expression 
referring to the fact that the tenant need do nothing more to open for 
business than install its fixtures and inventory. Justifying the reasonable- 
ness of the position of the department store, it should be noted that it must 
make a very substantial investment in fixtures and inventory and that 
without its participation in a large shopping center, the center is unlikely 
to succeed. 

If the rent to be paid by the department store (including anticipated 
percentage rent in excess of the minimum guaranteed rent 1) is not likely 
to produce an actual net profit to the owner, consideration should be 
given to selling the department store site to the department store—or per- 
haps making a gift to it of that part of the tract on which the department 
store will be built—on the premise that the department store will be able 
to negotiate a satisfactory “sale and leaseback” transaction.!® Important 
words of caution must accompany this suggestion. First, it will necessitate 


18 See pp. 691-693 infra for discussion of percentage rent. 
19 See Bernard and Perlstadt, Sale and Leaseback Transactions, at p. 635 supra. 
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carefully planned reciprocal easement rights and an agreement having as its 
objective the operation of the center as a unified cooperative venture. 
Second, if one is faced with a zoning ordinance which defines a shopping 
center as being one under single ownership, a divided ownership may in 
itself prohibit the construction of the project. Third, a transaction of this 
nature may be frowned upon by the lending institution and may seriously 
endanger mortgage financing. 

The owner-developer may find it necessary to make important con- 
cessions to chain stores which, early in the planning, agree to enter into 
leases. Yet these concessions, frequently in reduced percentage rental 
bases and often in construction requirements, are not without logic. These 
initial tenants, even though they may condition their obligations to open 
for business on the existence of other specified tenancies,”° nevertheless do 
undertake the substantial risk of investing in fixtures and inventory at an 
untried location, not theretofore used for business purposes and frequently 
far removed from established business areas. It is for these reasons that some 
chain operators have induced owner-developers to pay for the tenant’s 
fixtures, the tenant in turn agreeing to repay, but only out of a specified 
portion of any percentage rent in excess of the minimum guaranteed rent. 
In this latter type of transaction, the agreement may call for percentage 
rent on a basis of a half or full point higher than otherwise until repayment, 
the additional half or full point to be used to liquidate the cost of the fixtures. 

No sound reason exists for pricing all store units at the same rate per 
square foot. When a national chain operator signs a lease, it immediately 
gives the owner-developer an asset of considerable value. This is not the 
logical result of the execution of a lease with an unknown tenant, especially 
so if he does not have a background of successful merchandising. Since the 
unknown tenant will benefit from the chain store occupancy to a much 
greater degree than it will benefit from him, the unknown tenant should pay 
rent at a higher rate. It should also be noted that not all businesses, because 
of the nature of their respective operations and margins of profit, can afford 
to pay rent on a uniform per square foot basis. Service establishments such 
as banks and post offices usually pay low rentals but have excellent pulling 
power.?! 

An owner should not ignore the advisability of making certain leases, 
particularly with smaller tenants, for a short term of years. This will enable 
him to give additional space to some of the key tenants at a future date if 
enlargement of a key tenant’s store is advisable. Sound business judgment 
does not require all leases to expire at the same time. 


20 See p. 694 infra. 
21 CoMMuNITY Buitpers’ CouNciL OF THE URBAN LAND INSTITUTE, OP. cit. supra 
note 2, at 167. 
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Quality of Owner's Title 


The attorney for the tenant has the responsibility of ascertaining that 
the owner has title to the property and has a lawful right to enter into a 
firm lease for the tenant’s undisturbed enjoyment of the premises and the 
full and complete use thereof and of all common areas, particularly the 
parking area, and that his client possesses rights of ingress and egress. A 
careful examination of title to the entire tract may reveal a divided owner- 
ship. That portion of the tract upon which the buildings will be constructed 
may be in one (or more than one) ownership, the parking area may be in 
another ownership, and other common areas in still a different ownership. 
Should a tenant find this or a comparable factual situation, he must be sure 
that there are sufficient easement and other rights which unequivocally 
result in his full use of his premises in the same manner as though a unified 
ownership existed. 


Completion of Construction 


Occupancy. Shopping centers, like other construction projects, are 
seldom completed and ready for occupancy by the tenants on the date 
initially scheduled. The lease should recognize this likelihood and provide 
for an abatement in the payment of rent from the specified date for the 
commencement of the term of the lease until the tenant is enabled to take 
possession. As an alternative, the lease should fix the date for the commence- 
ment of the term by relating it to the completion date or occupancy date. 
The latter alternative, if the lease also provides for a specified term of years 
commencing with the first date of occupancy, has the advantage, if so 
regarded by the tenant, of giving him the full term of years for which he 
bargained when he negotiated the lease. 

It is normal for tenants to seek a reasonable period of time for occu- 
pancy, rent free, to enable them to prepare their stores for opening. Owners 
will frequently demur. If the tenant does not achieve this concession by 
specific provision in the lease, ordinarily he will be required to commence 
the payment of rent from the date possession is delivered to him. 

The lawyer for a tenant should give consideration to a provision in the 
lease enabling the tenant to rescind the lease at a time not later than an 
agreed date if the tenant’s unit, or even the entire shopping center, is not 
completed by a named “outside” date. Otherwise, and conditioned on other 
contractual lease provisions, the tenant may, to his detriment, be forced to 
wait for many months beyond the originally scheduled completion date 
until his store is ready for occupancy. This may result in freezing the 
tenant’s capital held in readiness for equipping his store and may upset his 
program for expansion or remodeling of other stores, leasing stores at other 
locations, etc. The tenant may also wish to reserve the right of rescission 
in the event a specified number of other stores have not opened or are not 
prepared to open simultaneously. It is apparent that no one tenant will do 
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the volume of business anticipated if he and only a few others are open for 
~ business. 

The owner, too, may desire the right to rescind the lease. He may 
find, subsequent to the execution of numerous leases, that he is unable to 
arrange the necessary financing. Since orderly sequence requires him to 
procure certain key leases prior to obtaining a mortgage commitment from 
a lender, notwithstanding verbal, although not binding, assurances he may 
have already received, the owner, anticipating this possibility, should be 
able to withdraw from his contractual obligations to commence and com- 
plete the construction. Obviously, there should be a time limit on this right 
of rescission. 


Construction Specifications 


Shifting Store Location. To the extent possible, and to the ultimate 
benefit of both the owner and the tenant in avoiding future disputes, speci- 
fications for the construction of the tenant’s store should be as accurate 
and detailed as possible. It must be recognized, especially as to the initial 
leases negotiated, that the architect’s plans and drawings may be in process 
of preparation and that detailed working specifications and drawings may 
not be available. Avoidance of disputes in a project whose success is 
measured by the cooperation and success of each tenant is highly desirable. 

Approached from an owner’s point of view, it is advisable for him to 
reserve the right to shift the location of any given tenant’s store and to make 
changes in the architectural design and layout of the project. A lease 
provision of this nature must be carefully drawn so as not to invalidate the 
lease for lack of certainty nor to conflict with rights theretofore given to 
other tenants.?? 


The Percentage Lease 8 


A percentage lease is one wherein it is agreed that the tenant pays as 
rent a stipulated percentage of gross dollar volume of sales of merchandise 
and services. There are five types of percentage leases: 


(1) a lease requiring a specific percentage of gross sales as rental 
with a guaranteed minimum, 

(2) a lease as in (1) above, but with a ceiling on maximum 
rental; 


22See The Fair v. Evergreen Park Shopping Plaza, 4 Ill. App. 2d 454, 463, 124 
N.E.2d 649, 653 (1954), where the court stated that it recognized the necessity of 
changes in a large shopping center as it moves from the drawing board to completion 
and that it acknowledges the right of an owner “to revise and revise up to but not 
beyond the point where the revision conflicts with rights previously granted to tenants 
or others.” 

23 See Denz, Lease Provisions Designed to Meet Changing Economic Conditions, 
1952 U. Itt. L. Forum 344. 
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(3) a lease with a specified fixed rent which provides for addi- 
tional rental based upon a percentage of gross sales over a given 
amount of sales; 

(4) a lease designating the rental as a percentage of profits; 
and 

(5) a lease requiring a specific percentage of gross sales as rental 
with no guaranteed minimum.”* 


The most common type is (1) above, wherein the tenant agrees to 
pay a specified minimum rent, usually monthly in advance, even if the agreed 
percentage, when applied to gross sales, results in an amount less than the 
minimum. The ensuing comments on percentage leases will assume the exis- 
tence of this type of lease, wherein the percentage applies against the mini- 
mum or guaranteed rent which must be paid in all events, covering all sales 
up to a given annual volume, and the percentage or excess rental applies on 
all sales in excess of such volume. The percentage lease enables the owner 
to receive more rental as the tenant’s business prospers, and provides the 
tenant with automatic relief as his business volume falls. 

In a percentage lease the minimum guaranteed rent is usually twenty 
per cent to thirty per cent lower than the fair rental value of the premises. 
If the tenant’s volume of business is inadequate to result in the payment of 
any excess rental, the owner will have little or no profit. For this reason, 
an owner should consider inclusion in certain leases of a “recapture clause.” 
This enables the owner to terminate the lease, at stated intervals, if the total 
minimum guaranteed rent plus excess percentage rental fails to equal a speci- 
fied dollar amount. A variation permits the tenant to avoid the termination 
by paying to the owner the difference between the rent actually paid and 
the specified dollar amount in the “recapture clause.” Poorly managed 
stores in a shopping center can affect the entire center because the cumula- 
tive pull of all stores is not then being exerted to the maximum potential.?® 
By use of the “recapture clause,” the owner will be in a position to terminate 
leases which fail to produce the reasonably anticipated business volume. 

It is common practice, and advisable from both owners’ and tenants’ 
viewpoints, for shopping center store rentals to be governed by percentage 
leases. Exceptions are banks, post offices, and small service businesses such 
as barber shops, beauty parlors, shoe repair shops, etc.2® Also excepted are 
small family businesses, the owners of which are unlikely to keep adequate 
records. 

Since there is a possibility that the parking lot may not be available 
for use by customers until after the tenant opens his store for business, the 


24 McMIcuHAkEL, LEASES—PERCENTAGE, SHORT AND LoNnG TERM 21 (1953). 

25 Chain Store Age, supra note 2, at 31, col. 3. 

26 CoMMUNITY Buttpers’ CouNcIL OF THE URBAN LAND INSTITUTE, Op. cit. supra 
note 2, at 213; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 30. 
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tenant should consider, with respect to the percentage rent provisions, a 
condition in the lease which requires him to pay rent on a percentage 
basis only, with no minimum guarantee, until such time as the parking lot 
is completed and ready for use by customers. Closely related is a lease clause 
exonerating the tenant from payment of rent, other than on a percentage 
basis, until such time as a specified number of other stores have opened for 
business. 

A further variant in the percentage lease is the so-called “average-out 
clause.” This sets up a trial period of three, four, or five years and, neces- 
sarily, if otherwise usable, is only appropriate in a relatively long term 
lease (ten years or longer). During the trial period, the tenant pays a 
percentage rent only, with no minimum guaranteed rent. Thereafter, and 
for the balance of the term, the tenant will pay a minimum rent in an 
amount approximately equal to the average monthly or yearly rent, or an 
agreed percentage of the average. Frequently, the amount is computed by 
taking ninety per cent of the average yearly gross volume for the trial 
period and multiplying that by the percentage factor, thus arriving at the 
annual minimum guaranteed rent. The “average-out clause” is more suitable 
in theory than in practice. Lenders dislike it because there is no assurance 
of a minimum rent or the amount thereof from the tenant in question. It 
should never be used, even if appropriate as a compromise in negotiating a 
lease, unless and until the lending institution expressly concurs in its applica- 
tion. 

Percentage leases necessarily require the tenant to submit to the owner 
periodical statements of gross sales or gross business receipts. It is normal 
for these statements to be furnished monthly with an annual statement fol- 
lowing the close of the lease year. From the landlord’s viewpoint, all 
tenants should be required to submit their respective statements of sales at 
the same time, thus facilitating his task of examining and analyzing them 
so that the over-all financial status of the project will be in mind at all 
times. Yet the desirability of this uniformity from the owner’s view should 
not impose a rigidity which ignores the resulting problem to the tenant, 
because its accounting methods and fiscal year may fasten upon it a hard- 
ship if it must accept this requirement. Obviously, there must be a margin 
of flexibility. 


“Escalator Clauses” 


While percentage leases, to a considerable extent, solve the problem of 
fluctuations in the value of the dollar and correspondingly give both the 
owner and tenant automatic adjustments in inflationary and deflationary 
periods, no such self-operating relief is available in the normal fixed rental 
leases of relatively short duration. In long term leases (fifty years or longer), 
it is common to find provisions for graduated rents, re-valuation or net rent 
clauses, usually designed to protect the owner from dollar devaluation over a 
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long term of years. While net rent clauses are frequently used in leases 
of comparatively short duration, net rent leases may not always be negoti- 
ated and are inappropriate in shopping centers, because it is well nigh im- 
possible, and certainly cumbersome in administration, to require each tenant 
to pay real estate taxes, building hazard insurance, etc., on his store, which 
is one of many under a single roof. A suggested alternative, sometimes used 
in percentage leases as well as fixed rent leases, is the “escalator clause.” 
This clause undertakes to tie operating costs to the rent payable, in an 
effort to relieve the owner from inflationary hazards. A further alternative, 
which has not yet gained wide public acceptance, is a tie-in with the Cost 
of Living Index, a challenge to an imaginative legal mind. 


Store Opening Dates 


Tenants commonly request an agreement in the lease to the effect that 
they are not required to accept delivery of the premises nor to commence 
payment of rent until such time as a specific number of other stores have 
been opened for business. Since no tenant desires to be the only one, or 
one of a few, in a large center without the advantage of the cumulative 
pull of others, this request is reasonable. However, the owner might find 
himself in the unenviable position, if virtually all leases were to contain a 
like provision, of not being able to compel any tenant to open for business 
because each tenant would be waiting for others. Numerous inquiries by 
the author have failed to elicit the existence heretofore of any such impasse. 
While the theoretical answer to the possibility lies in an artfully drafted 
clause providing for simultaneous openings, doubtless practicalities take 
over to avoid the hypothetical predicament. Mention should be made that 
some developers, from a promotional point of view, oppose simultaneous 
openings, believing that larger crowds in the aggregate will be attracted by 
a succession of “grand openings” and a consequent succession of attractions 
in entertainment, amusement, gifts, and “banner days.” 


Customer Parking 


The modern, integrated suburban shopping center cannot exist, nor does 
it have an excuse for survival, unless it contains a parking area adjoining 
the retail stores. But adequate parking space, convenient ingress and egress, 
and ease of parking are considerations unanswered by the mere existence 
of a parking lot. Therefore, the owner and all the tenants have a mutuality 
of interest in automobile parking. Paradoxically, this mutuality leads to 
divergences which should be anticipated in preparation of the lease. Some 
of the possible controversies between an owner and a tenant will be discussed 
in the following paragraphs. 

There should be about three square feet of parking space to each square 
foot of store area. If the anticipated walk-in trade will be high, a ratio of 
two and one-half to one may be sufficient; if virtually no walk-in trade 








WINTER] SHOPPING CENTERS 695 


is expected, a ratio of three and one-half or four to one may be necessary.?? 

.Owner and tenant alike should be interested in providing the necessary 
amount of parking space. Some promoters and chain store operators are 
of the opinion that the parking area should meet the needs of peak periods, 
while others do not share this view, believing that peak shopping periods, 
e.g., Christmas shopping, do not occur during enough business days to 
justify setting aside the use of land for a limited number of days. 

The lease should clearly state that the tenant has a non-exclusive use 
of the parking area, to be shared in common with all other tenants and 
their respective customers. Obviously, the language employed should not 
exclude the owner from using the parking lot for himself, his employees, 
and invitees. 

The tenant should insist that the parking area be “black-topped” or 
otherwise paved. Normally, this presents no difficulty because owners and 
developers ordinarily contemplate a paved parking area. Room for differ- 
ences exists where the tenant insists on a given kind of paving, varying from 
that specified by the owner’s architect. It is submitted that the kind of pave- 
ment should be the owner’s prerogative, so long as it is suitable and efficient 
for the climate, location, and anticipated volume of customers. 

If representing a tenant, you should inquire into the adequacy of drain- 
age in the parking area. Rains and snows could result in standing waters 
over large areas. 

A tenant’s lawyer should not overlook a lease covenant requiring the 
owner to maintain the parking area at all times during the term of the lease 
of sufficient size for a specified minimum number of cars, subject, perforce, 
to sectional closings for repairs, painting of stall divider lines, etc. This will 
prevent the owner from constructing other buildings in the parking area or 
otherwise diminishing its capacity (if the parking area is not sufficiently 
large to justify a reduction in the parking facilities). Such additional con- 
struction, if it results in reducing the parking space below the required 
minimum, will not only discourage customers, but additional stores, if con- 
structed in the parking area, in and of themselves necessitate still more 
parking. 

The tenant should seek a lease provision exonerating him from the pay- 
ment of a minimum guaranteed rent until such time as the parking lot is 
opened for use by customers, if the tenant plans to open his store before that 
date. As previously suggested,”* this may take the form of percentage rent 
only for the interim period. A landlord, depending on circumstances in each 
given case, is justified in not being penalized if less than the total parking 


27 Hoyt, Market Analysis of Shopping Centers, Urban Land Institute Technical 
Bulletin No. 12, Oct., 1949, p. 5; Community Buripers’ CouNciL oF THE Ursan LaNnp 
INSTITUTE, Op. cit. supra note 2, at 175; BAKER AND FUNARO, Op. cit. supra note 5, at 
4; Chain Store Age, supra note 2, at 27, col. 1. 


28 See pp. 691-693 supra. 
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area is available for a limited time at the completion of the construction 
of the project. 

The alert tenant will seek to impose upon the landlord obligations to 
maintain appropriate entrances and exits and to maintain a defined area for 
the parking of automobiles of employees. He will also prohibit the owner 
from charging parking fees. 

On his part, the owner may wish to reserve certain rights respecting 
the parking area. If the topography of the land lends itself to the subsequent 
construction of a second level for parking, he ought not to preclude himself 
from this possibility. Nevertheless, the tenant may have a reasonable basis 
for objecting because double-decking may so obscure the view of his store 
from the highway or from the parking area itself as to impair his business 
volume seriously. The owner may find it advisable to reserve the right to 
construct other buildings on certain portions of the parking lot. If such 
expansion is originally contemplated and if the reduced parking area is 
adequate for the aggregate of all stores, the owner ought not to be pre- 
vented from carrying out his expansion program. It is not injudicious for 
a lease to express the owner’s intentions or plans in this direction without 
binding the owner to proceed with their fulfillment. 

The owner may wish to reserve the right to issue parking receipts 
having as their purpose a limitation on the parking duration and, if exceeded 
by a customer, then to charge him at reasonable rates for the excess time. 
Many tenants will take exception to the reservation of this right. Its in- 
clusion in leases is a matter of negotiation; yet, if included in all leases but 
one, that one will probably be sufficient to frustrate the owner’s purpose. 

The owner should have the right to assign parking areas for employees’ 
automobiles. Employees, excepting a minority who commence their work 
later in the day, are necessarily at the site before customers, and therefore 
in a position to take the preferred parking locations. This should be 
anticipated and prohibited. The owner may even wish—and should have 
the right—to require employees to park in an off-site parking lot owned or 
made available by the owner, assuming it is reasonably close to the shopping 
center and imposes no undue hardships on employees. In order to police 
employee parking, it is not unreasonable for an owner to require the tenant 
to provide him with the state automobile license numbers of cars of all 
employees. Parking emblems on cars may be used to facilitate this policing 
activity. 

An owner may wish to reserve the right to change parking arrange- 
ments, aisles, entrances, and exits. This reservation is likely to be resisted 
by some of the prospective tenants. Many merchandisers believe that a 
given arrangement is the best and that a departure therefrom will be 
injurious to their respective businesses. This dispute may well center 
around initial arrangements of aisles and walks, as well as subsequent modifi- 
cations. It is submitted that if possible, the major tenants, if they have not 
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signed leases, be consulted and that the wishes of a substantial majority 
-prevail. If such advance census is not procurable or if there is no substantial 
majority opinion, the owner and his architect should then make their own 
decision. It is appreciated that there is a strong feeling that this should 
always be the prerogative of the owner and architect. If the owner does 
not have the final word, it is conceivable that the first major tenant with 
whom a lease is negotiated may insist, by way of example, that automobile 
aisles be perpendicular to the stores and that all parking be diagonal. The 
next tenant may insist on aisles parallel with stores, with ninety degree 
parking stalls. The third tenant may have another suggestion. The dilemma 
of the owner is obvious. 

The following obligations relating to the parking area should be fastened 
upon the owner, unless the framework of the proposed center contem- 
plates their being handled by a merchants’ association: ?® maintenance of 
lightir.g; cleaning, repairing, policing, and snow removal; carrying public 
liability and property damage insurance; and, if there are parking lot 
attendants, workmens’ compensation insurance. To the rendition of these 
services, unless handled by a merchants’ association, the owner should 
take no exception, but may wish to qualify his obligation for lighting the 
parking area. If only a few of the stores will maintain evening shopping 
hours, and if they are clustered in one area of the center, the owner may 
wish his responsibility to maintain lighting to be limited to a segment of 
the parking lot. 

The owner’s obligation to maintain the parking area, and other common 
areas as well, necessarily poses the question of the payment for the rendition 
of these services which, if they involve parking lot attendants, will be 
substantial, and will never be insubstantial. Some merchandisers believe 
that they should not be called upon to pay a participating share of these 
expenses over and above the minimum guaranteed rent. In this view, the 
expense to the owner must be taken into account in fixing the percentage 
basis of the rent and the minimum guaranteed rent. Others take the view 
that they will participate, but only out of any excess percentage rent (over 
the guaranteed minimum). A third view is that the retailer will participate, 
but that there must be a stipulated dollar maximum of participation. 

In a shopping center where the tenants participate in the maintenance 
of the parking and other common areas, what is the basis of participation? 
There are a number of answers to this question, several of which are here 
suggested: (1) the ratio of the square feet of the store in question to the 
total rented or rentable square feet in the entire center; (2) the ratio of 
front lineal feet in the given store to the front lineal feet of all stores; (3) 
the ratio of sales area (distinguished from storage, office, etc., areas) in the 
subject store to total sales areas in all stores (this may be difficult to com- 


29 See pp. 705-706 infra, for discussion of Merchants’ Associations. 
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pute); (4) a percentage of gross sales; and (5) the ratio of the minimum 
guaranteed rent for the store in question to the total minimum rent for 
all rented and rentable stores. This latter method has several objections: 
(a) it reveals all rents to all tenants; (b) it gives rise to possible disputes on 
fair rental values of unrented stores; and (c) it cannot be used if any lease 
has an “average-out clause.” 

Tenants’ participations in maintenance of common areas raise a further 
consideration, viz., the items of capital expenditures, replacement costs, and 
other expenses to be included in ascertaining the aggregate annual expenses. 
It is reasonable to exclude items such as real estate taxes, special taxes, 
special assessments, and depreciation. On the other hand, it is reasonable 
to include wages of attendants, cost of lighting, repairs, and like matters. 
Should participation include original and replacement cost of equipment 
and major replacements, é.g., snow removal equipment, repaving parking 
lot, etc.? To avoid controversies, it is suggested that leases requiring 
tenants’ participations in maintenance of parking and other common areas 
spell out, as detailed as may be, either by formula or specific itemizations, 
the costs and expenses to be taken into account in arriving at the aggregate 
expense in which the tenants share. The problem of tenants’ participations 
should not be concluded without suggesting that an owner should seek to 
reserve the right to estimate the annual expenses for the ensuing year and 
bill the tenant monthly for one-twelfth of such estimate, which amount 
the tenant should then be obligated to pay as additional rent, subject to 
annual adjustments when actual dollar amounts are available. 


Services—Utilities 


The tenant should ascertain whether the owner will have a central 
heating plant and a central air conditioning plant. Not infrequently, each 
tenant must provide his own heating and air conditioning. This necessitates 
installation of required facilities and maintenance thereof and also involves 
operating costs, thereby materially increasing the tenant’s over-all expenses 
for maintenance of his store. In centers which have central plants, it is 
common to charge the tenants for heat and air conditioning. These charges 
may be based on a formula set forth in the lease or, in appropriate cases, on 
the extent of the use of these services measured by meters, with the cost 
factor or formula established by lease provisions. In some centers, tenants 
are charged with a proportionate share for amortization of the cost of 
heating and air conditioning facilities. 

The tenant should ascertain that his store unit will be provided with 
adequate water, sewage, electrical, and gas lines. As to some utility services 
such as electricity and gas, the owner may wish to reserve the right to 
sell these services to the tenant, if local and state law permit him to do so, 
so that he may garner additional profits by reselling them at higher rates 
than his cost. The owner must ascertain whether the laws in effect enable 
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him to resell any utility services, and he may in fact find that resale is 
prohibited. If the owner sells any utility services to a tenant, the latter 
should stipulate in the lease that the charges to him will not be greater than 
those he would pay to a public utility or municipality if he were purchasing 
the service directly. He should also demand the installation by the owner 
of such meters as are necessary to measure the quantity of service used by 
him. 

Normally, janitor and other like services are not rendered by an owner 
for the interior or surrounding walks and passageways of a tenant’s store. 
The tenant should have an awareness of this point. It is suggested, however, 
that all main walks in front of stores be cleared of snow by the owner, if 
the owner has the responsibility for removing snow from the parking area. 
With the equipment at hand, removal of snow from common main 
sidewalks imposes no undue burdens on the owner. 

An owner should give consideration to the inclusion of a lease pro- 
vision having as its purpose the right to pass on to the tenant his propor- 
tionate share, on a stipulated formula basis, of any unusual or unconven- 
tional charges made by the city or town in which the center is located, 
such as a sewerage charge. 


Liability and Property Damage Insurance 


It is not unusual for owners to require tenants to procure and con- 
tinuously maintain liability and property damage insurance, in specified 
limits, insuring the owner as well as the tenant against risks normally covered 
by these policies, and to furnish the owner with satisfactory evidence of 
the existence of the designated insurance. A tenant should take no exception 
to this obligation unless it is a self-insurer and is highly responsible finan- 
cially. Some chain operators are self insurers, at least as to certain hazards, 
and in such cases an owner should readily deviate from a requirement 
which he is justified in demanding from an independent store owner who 
cannot qualify as a self insurer. 


Protecting Tenant From Competition 


Many tenants, especially chain store operators, insist that they be pro- 
tected from competition within the center from the same or similar types 
of business or from others selling the same items of merchandise. Provisions 
in leases granting this protection are usually known as “exclusives” or 
“exclusive clauses.” While exclusives are still demanded and received, the 
trend appears to be away from their use in shopping centers. Two reasons 
influence this trend. First, competition, in certain lines of merchandise, 
is desirable to permit shoppers to compare merchandise and values. Many 
shoppers will hesitate to purchase some commodities without first having 
visited two or more stores. Second, present day methods of merchandising 


30See p. 684 supra; Chain Store Age, Administrative Edition, February, 1956, 
p. 50, col. 2. 
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have led to expansion of items carried by many chain store operators, neces- 
sarily resulting in a considerable overlap. Super markets now sell items 
heretofore available only in drug stores or variety stores; drug stores carry 
certain merchandise which formerly was found in variety stores, super 
markets, and department stores. Variety stores, no longer “five and ten 
cent stores,” sell merchandise found in department stores, specialty shops, 
and drug stores. Many other and varied examples of overlapping may be 
suggested, but the reason is clearly evident. An owner, granting an ex- 
clusive, is always in danger of a breach of lease covenants with one or 
more tenants. Any tenant with an exclusive, unless the lease provision is 
meticulously and skillfully drawn, may not find it too difficult to terminate 
its lease, if it seeks that result, or to maintain a successful action for damages, 
on the ground that the owner did not honor the exclusive clause. In this 
connection, and necessarily magnifying the woes of an owner when he 
grants exclusive clauses, it should be noted that many chain store operators 
now refuse to specify the particular uses to which the premises will be 
put. Formerly, it was common to specify such use or uses. The present 
trend of chain stores is to provide in leases that the premises may be used 
“for any lawful purpose,” or “for a retail store,” or “will not be used for 
any unlawful purpose.” The combination of the broad use clause and the 
exclusive clause places the owner in the position of breaching his lease 
almost from the moment two stores, with some overlapping items, have 
opened for business. 

A limited exclusive clause is less detrimental to the owner. By way 
of example, an exclusive to a grocery super market, if it must be granted, 
might provide that the owner will not rent any other store to any tenant 
whose principal business is the sale of groceries. This goes a long way in 
mitigating the owner’s problems as contrasted with an exclusive whose 
purport is that the owner will not rent any store for the purpose of selling, 
nor permit any other tenant at any time to sell, any of the principal lines 
of merchandise carried by the tenant during the term of its lease. A care- 
fully drafted exclusive clause will materially assist the owner in avoiding 
lease defaults on his part. Be cautious at the outset that no one exclusive 
clause is inconsistent with any other. 

If the owner subsequently enlarges the shopping center, will he be 
prevented from leasing a store to a competitor of one who had been granted 
an exclusive? Will it make any difference if subsequent stores are con- 
structed (a) on the existing tract, e.g., in the parking lot which was pur- 
posely constructed with excessive space to permit expansion, or (b) on 
additional adjoining land subsequently acquired? The answer lies in a 
proper interpretation of the specific exclusive clause under consideration. 
The likelihood of expansion should be in mind when the lease is drawn and 
it should be unmistakably clear that it does or does not apply to stores 
subsequently constructed. 








WInTER ] SHOPPING CENTERS 701 


The “Radius Clause” 


. The “radius clause” is somewhat the converse of the “exclusive clause.” 
Its purpose is to prohibit the tenant from opening a competing store within 
a stipulated geographical radius from the shopping center. Radius clauses 
are sound in percentage leases because the backbone and lure of the per- 
centage lease is the anticipated excess rental. A tenant in competition with 
itself will surely reduce the business volume of the store in question. 
Equally fair is a radius clause imposed on the owner, prohibiting him from 
constructing, or having an interest in, a shopping center within a specified 
radius from the subject center. 


Keeping Store Open 


Not too distantly related to the “exclusive clause” and the “radius 
clause” is a clause which, unhappily, appears not to have been named. It 
is a ivase provision, common in percentage leases, requiring the tenant to 
keep its store opened for specific uses, adequately staffed and provisioned, 
during its normal business hours and days, for the entire term of the lease.*" 
Some tenants, finding a location unprofitable or not producing anticipated 
profits, may prefer to close the store and pay the minimum guaranteed rent 
—or close it for a period of time and re-open at a later date, making a second 
attempt to operate profitably. Approached from an owner’s viewpoint, a 
closed, unlit store is harmful to the center as a whole. He therefore loses 
more than anticipated excess percentage rent from the closed store. From 
the tenant’s point of view, this clause is objectionable because it may force 
him to operate at a loss. Its inclusion in or exclusion from the lease is a 
matter of negotiation and trading, each side having merit in their respective 
positions. 


Store Hours 


Ordinarily, it is not advisable for a lease to specify the hours during 
which the tenant will keep open for business. While theoretically desirable 
from an owner’s position, it is impractical in that changing conditions, 
business volume, labor union requirements, buying habits of the public, 
and seasonable business fluctuations make it desirable for the tenant to change 
his business hours from time to time. In some centers, these decisions are 
made by the merchants’ associations, although some tenants, understandably, 
resist any dictation of business hours. It must necessarily be observed that, 
under any circumstances, uniform store hours for all stores cannot be estab- 
lished. The very natures of different businesses require differing store 
hours. 


81 See Dickey v. Philadelphia Minit-Man Corp., 377 Pa. 549, 105 A.2d 580 (1954) 
(holding that a percentage lease does not contain an implied covenant by the lessee to 
maintain full productivity). 
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Window Lighting 


All stores should be required to keep window lights and exterior electric 
signs lit until a designated hour. This requirement might well be included 
in the lease, but there are some who contend it is not a proper lease pro- 
vision and should be left to a merchants’ association. Irrespective of the 
method for imposing the requirement, it is an obligation which the tenant 
should readily assume. Shopping centers are usually located near one or 
more roads or highways. Considerable advertising value is achieved by a 
center all of whose store windows and exterior lights are lit during evening 
hours. Moreover, there is individual advertising value to each store, not 
only because its sign may be visible from the road, but also because, even 
if it maintains no evening hours, some tenants will. Customers of these 
other stores may window shop and become customers the next day for one 
or more of the stores not open evenings. 


Joint Advertising 


Promoters and owners of shopping centers sometimes have unshakeable 
feelings that a joint advertising program, especially in newspapers, rates 
high in the type of promotional activities which seek to exert the greatest 
cumulative pull. In furtherance of this belief, it is not uncommon for leases 
to require the tenants to participate in a joint advertising program by con- 
tributing a specified percentage of gross sales, a specified percentage of an 
advertising budget, a percentage of rent, or upon the basis of other formulae, 
all of which need not be here explored. Some newspaper advertisements 
promote the center as a whole, while others allocate space to a number of 
tenants, each of whom is privileged, within limits, to suggest his own 
advertising content. 

Many chain stores oppose a mandatory lease requirement on joint 
advertising. This is entirely understandable. Most chain operators spend 
substantial sums in advertising programs and have their own advertising 
specialists or employ advertising agencies with whom they work in harmony. 
These advertisers have their own policies, advertising styles to which the 
public is accustomed, and, correspondingly, to which much good will is 
attached. Their advertising efforts have proved successful over periods of 
years. Yet while taking exception to compulsory advertising, some chain 
operators will participate on a voluntary basis. There are promoters who 
conclude that chain store resistence to compulsory advertising is receding, 
as they, by experience of themselves and others, come to an appreciation of 
the value of joint advertising programs. The author takes no position on 
this issue—merely reporting that it frequently is an issue in lease negotiations 
which the lawyer, whether for the landlord or the tenant, should be pre- 
pared to meet. 
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Signs—Awnings 


While tenants frequently object, sometimes vigorously, to the owner’s 
control over exterior signs, window signs, and awnings, the owner’s position 
appears to be the more logical. The inference should not be drawn that the 
owner should have the unqualified control over signs, but reasonable con- 
trol, reasonably exercised, appears mandatory. Failure of control could lead 
to unsightly signs, signs that are too large, and to actual competition between 
tenants, each attempting to display the largest and brightest sign. The 
effect of uncontrolled signs could be bizarre. However, control does not 
mean that all signs must be uniform in appearance. Certain it is that each 
tenant should be permitted to use its own distinctive lettering, style, and 
shape. Substantial sums have been spent in creating good will in connection 
with lettering style. It is equally certain that the owner is justified in re- 
quiring all signs to be erected parallel with building walls. The owner 
appears to remain within the confines of logic if he designates the minimum 
and maximum height of sign letters and the general location for erection, 
e.g., above or below roof level (in a one story structure), assuming, as to 
sign location, that the cost to the tenants for sign construction is relatively 
the same. 

Control over temporary window signs deserves mention. The owner 
should retain reasonable control, having as its objective the prevention of 
unsightly scenes created by covering substantial portions of the store 
windows with “pluggers.” 


The “Fire Clause” 


Contrary to the situation prevailing in the leasing of a store by a tenant 
in a neighborhood urban business district, the tenant in a shopping center, 
ordinarily under single ownership, should appreciate that casualty loss to 
other stores, even if his escapes damage, may vitally affect his business 
volume. Accordingly, the fire clause in the lease should be drafted with an 
awareness of this possibility. Standard fire clauses which refer to partial 
or substantial damage, or destruction of the “demised premises” are not 
consistent with full protection to the tenant. Loss by casualty of a series 
of stores, even if his is excluded, may be almost as vital to the tenant as 
though his store sustained like damage. An owner should not object to a 
tenant’s desire to expand the concept of customary fire clause provisions. 
Reasonable protection to the tenant does not necessarily mean that the 
tenant must have the unqualified right to terminate the lease. It may take 
the form of a right to close his store with abatement of rent, or payment on 
a percentage basis only, until such time as a specified number of damaged 
stores have been restored or rebuilt and have opened for business. This 
suggested right of the tenant should not be carried to illogical extremes 
to permit a tenant to exercise his right if but one other store is substantially 
damaged. Yet even this eventuality may require an exception. Assume that 
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the department store, being one of substantial size and the unquestioned 
key tenant, is materially damaged or destroyed. There is basis for a tenant 
to contend that he is entitled to exercise the suggested rights; but equal 
logic may be advanced by the owner who takes the position that such 
rights may not be exercised until subsequent to a given number of days, to 
enable restoration of the damaged store. 

If you represent a tenant, consider a lease provision making it manda- 
tory for the owner to restore or rebuild in a given number of days or 
months, if your client’s store is damaged or destroyed. If employed, this 
obligation should also have its limitations, for if a substantial part of the 
entire center is materially damaged or destroyed, the owner should have 
the option to terminate the lease. 


Eminent Domain ®2 


Often considerable time is spent by lawyers in negotiating the condem- 
nation provisions of a lease. If condemnation, because of the location of the 
shopping center, is extremely remote, consider limiting the condemnation 
provisions to two matters.®? One of these, as in the case of the fire clause, 
relates to an awareness that each tenant is part of a unified, integrated 
shopping center. Therefore, condemnation of other stores may materially 
affect a given store. Here, as in the case of the fire clause, the exercise of 
the power of eminent domain should not be related exclusively to the 
“demised premises.” The other suggested matter concerns the parking 
area, condemnation of a substantial part of which will have a material and 
adverse effect on business volume of all tenants. 


Real Estate Tax Participation 


It requires no citation of statistics to assert that the trend of real estate 
taxes has been continuously upward. Since the reversal of this trend is not 
foreshadowed, a prediction to the contrary being seemingly more in har- 
mony with probability, some owners incline to the inclusion of “tax partici- 
pation clauses” in leases, especially in leases for relatively long terms. While 
a lease provision of this character may be modeled after several variations, 
a somewhat typical one provides that if in any year the real estate taxes on 
the entire tract upon which the center is located shall exceed the taxes for 
a named base year (or exceed a specified dollar amount, or exceed a specified 
amount by X per cent), the tenant will then pay, as additional rent, a pro- 
portionate share of the excess, the proportion so to be paid being estab- 
lished by a formula prescribed in the lease. Viewed through the eyes of 


32See Garrett, Lease Provisions Against Special Contingencies, 1952 U. Inu. L. 
Forum 395. 

33 This is satisfactory unless the law of the state in question is such as to make it 
essential to fully cover condemnation contingencies in order to protect the respective 
rights of the parties. 
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an owner, there is merit in a lease obligation of this nature. Assume a 
lease for twenty-five years. No one can accurately forecast the annual 
real estate taxes during the latter years of the term. Any present prediction 
which subsequent events may prove to be accurate will more likely be 
predicated on guesswork than on factual data. Moreover, even if it could 
be accurately forecast, it is unlikely that a tenant would accept the fore- 
cast as a basis for a progressively higher minimum guaranteed rent during 
the term of the lease. As a consequence, the owner’s fixed expenses may be 
considerably higher than anyone could reasonably foresee. By a tax par- 
ticipation clause, the owner protects himself from the adverse consequences 
of substantially higher taxes. 

Approached from a tenant’s point of view, persuasive arguments in 
opposition to a tax participation clause may be advanced. The tenant may 
contend that sound business practice forbids him from venturing into a 
lease without knowing his rental obligations. He may also contend that 
real estate taxes, irrespective of amount, are a normal incident of owner- 
ship and should be borne by the owner. He may take the further position 
that increased real estate taxes are likely to parallel increased economic 
inflation; thus the probabilities are that there will be like increases in per- 
centage rent to compensate for the real estate tax increases. Furthermore, 
the tenant can assert that relief from excessively high taxes is obtainable 
through administrative procedure or through the courts. Some tenants 
will consent to tax participation clauses if payable out of excess percentage 
rent only. This is not a fair compromise to the owner, because the excess 
percentage rent, if payable under the terms of the lease, is payable at all 
events. Here again the author takes no position, but merely suggests the 
existence of a problem, the solution to which lies in negotiation and relative 
strength in bargaining power. 


Change in Control of Corporate Tenant 


Some leases provide, in variable forms, that if the tenant is, or during 
the term becomes, a corporation whose control of management is changed 
by the sale or transfer of corporate shares of stock, the owner has the right 
to terminate the lease. This reserved right is sometimes limited to corpora- 
tions with relatively few shareholders, e.g., fifty or less. Designed to prevent 
an assignment of the lease by the lessee, thereby escaping from the “non- 
assignability clause” common in most leases, a carefully drafted lease pro- 
vision of this nature has merit from an owner’s point of view. 


Merchants’ Associations 


Several references have already been made to merchants’ associations. 
A merchants’ association is advisable for a shopping center of virtually any 
size, and membership in it should be a mandatory lease requirement. The 
merchants’ association can accomplish much in promoting the center. It 
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can undertake activities such as joint group advertising, regulations for 
use of the parking lot and enforcement thereof, store hours, especially 
evening hours, promotion of seasonal events, entertainment, contacting new 
residents, and many other and varied activities. 

The owner, at the outset, can view the merchants’ association in one 
of two ways. He can act as an agent for the association and allow it to 
administer its own funds; or, he can run the association and rely upon the 
cooperation of the members. 

It has been suggested that assessments upon the members ought not to 
be based upon front lineal feet or on square feet of space, because business 
volume, limitation of competition, superior store location, and other factors 
incapable of measurement vary with the type of store rather than with the 
space. A representative committee of the association is probably better 
able to make a fair annual determination of the respective assessments. It 
is wise for the owner to contribute to the maintenance of the association.*+ 

It is probably advisable for the merchants’ association to have its own 
corporate entity. Whether it be a corporation or voluntary association, the 
matter of voting rights of the members is an area of conceivable conflict. 
The allowance of one vote to each member is unfair to the larger tenants 
who may then find themselves at the mercy of a group of small store owners. 
Contrariwise, granting votes on the basis of square feet of space might 
place a large number of small shops under the domination of several of the 
largest stores. While the answer probably lies in a method falling in between 
these two extremes, here again practicalities appear to take control, for the 
author, after making inquiries, learned of no serious conflicts arising from 
the suggested possible plight. 


URBAN NEIGHBORHOOD SHOPPING CENTERS 


The impact of the modern suburban shopping center upon the older 
retail business districts in cities of all sizes has been considerable. Suffering 
from strangulation as well as from the pangs of obsolescence, congestion, 
lack of parking, and the suburban movement, the older shopping centers, 
in varying degrees, have felt the effects of the new suburban centers. Yet 
these older centers remain vitally important to the economic welfare of the 
city. In Chicago, it has been estimated that the major neighborhood centers, 
excluding the downtown shopping district, generate in excess of one billion 
dollars annually in business volume; that they employ 60,000 people and 
pay annual wages in excess of $133,000,000. The assessed valuation of 
these centers is estimated in excess of two hundred million dollars. As a 


34 ComMuNITY Buitpers’ CouNcIL OF THE URBAN LAND INSTITUTE, Op. cit. supra 
note 2, at 224-226; Urban Land Institute Technical Bulletin No. 20, July, 1953, p. 33. See 
Chain Store Age, Administrative Edition, December, 1955, p. 20, col. 2 to p. 22, col. 1, 
for report on successful operation of one merchants’ association. 
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consequence, they pay estimated real estate taxes of ten million dollars 
annually 35 

Weighed on the scale of advantages to each kind of center, the older 
neighborhood center, while beset with the indicated ailments, nevertheless 
possesses favorable attributes and sound characteristics not available to the 
suburban shopping center. These are: (1) proven location, (2) established 
customers, (3) public transportation, and (4) location on the four quad- 
rants of the major intersection.*® It should be observed that these outlying 
neighborhood centers have fanned outward with the city’s growth, especially 
along radial thoroughfares. As the city grew, new shopping districts have 
been created in between a growing trading area and the older, closer-in 
shopping districts, thus attempting to intercept the customers.87 Many of 
the newer shopping districts so established have been highly successful and 
will continue to be so for many years, with due allowances for the national 
economic condition. Some of the older and closer-in retail districts have 
become “ghost towns” as success came to the newer urban centers in out- 
lying neighborhoods. 

By comparison with the modern suburban shopping center, the older 
shopping district lacks (1) adequate parking areas, (2) free circulation (as 
contrasted with congestion), (3) regulation of use of land by an overall 
policy of leasing afforded by single ownership and a harmonious and con- 
sistent design, and (4) merchandising possibilities arising from aesthetics, 
convenience, and carnival spirit.4* Therefore, the successful rehabilitation 
of the older centers embodies the following objectives: (1) adequate park- 
ing, (2) relief of traffic congestion and minimization of hazards to pedes- 
trians, (3) elimination of non-shopping land uses in the shopping district, 
(4) replacing ugliness with beauty through cooperative action, and (5) pro- 
tection of adjacent neighborhoods by setting the shopping district apart from 
residential areas.2® To achieve these objectives, the Chicago Plan Com- 
mission devised the “Perimeter Plan,” here mentioned because of the national 
attention it has received. 

The Perimeter Plan is predicated upon the concept of routing all 
through traffic on a new “traffic perimeter” or thoroughfare around the 
shopping district. No private vehicular traffic would be permitted within 
the shopping center. All residential and other non-shopping structures 
within the perimeter would be eliminated and the land used for off-street 
parking and service. The Perimeter Plan contemplates ten steps in its ful- 


35 Nelson & Aschman, Conservation and Rebabilitation of Major Shopping Dist- 
ricts, Urban Land Institute Technical Bulletin No. 22, Feb., 1954, p. 4; Cutcaco PLAN 
ComMISSION, THE PERIMETER PLAN 1 (1953). 


36 Nelson and Aschman, szpra note 35, at 7. 

871d. at 6. 

38 7d. at 7. 

39 Cuicaco PLan CoMMISSION, OP. cit. supra note 35, at 5. 
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fillment: (1) construction of the traffic perimeter, a one-way traffic circle 
encompassing the shopping center; (2) routing all passenger cars and trucks 
into the traffic perimeter, thus moving traffic around the center where 
adequate parking, conveniently located, would be available; (3) routing 
public transportation vehicles through the center, so that shoppers would 
be encouraged to use mass transit; (4) acquisition and clearance of all resi- 
dential buildings and other nonconforming and blighted structures inside 
the Perimeter; (5) elimination of all local streets inside the Perimeter; (6) 
providing parking and service facilities on cleared land and vacated streets; 
(7) narrowing the street pavement through the heart of the center, except 
at loading points, thereby enabling construction of a widened sidewalk 
which should take the form of a pleasant pedestrian plaza, with possibilities 
of weather protection features and attractive plantings; (8) remodeling the 
rears of commercial buildings to present attractive facades to parkers and 
motorists; (9) planning simple and coordinated architectural treatment 
throughout the center; and (10) providing a cooperative organization of 
business and land interests.*° 

There are many legal problems incident to effectuating the plan. Exclu- 
sion of the public from the streets and wholesale vacation of streets are only 
two among a multitude of problems. Nor is the Perimeter Plan devoid of 
financing and economic aspects.*! While space limitations do not permit a 
discourse on these problems, their existence is mentioned by way of con- 
fronting the lawyer with the challenge offered in the rehabilitation of the 
older shopping centers, many of which are basically sound and deserving 
of rehabilitation. It is here that a multitude of legal problems and difficulties 
arise, without the assistance of precedent to enable the lawyer to arrive at 
a solution. Here lies a challenge to the lawyer at least as great as those pre- 
sented in the construction of a new suburban shopping center. 


40 Td. at 6-7. 

*1For a complete treatment of economic aspects and legal problems incident to 
the Perimeter Plan, see Reat Estate RESEARCH CoRPORATION, ECONOMIC AND LEGAL 
ANALYSIS—PERIMETER PLAN FOR ENGLEWoop PLaza (1953). 
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RESTRICTIVE COVENANTS 


BY JOHN C. McCARTHY * 


THE LAST DECADE has seen a spectacular expansion of urban areas 
in many parts of the country. A growing population has demanded more 
homes, and where old districts and residential areas have become filled, it 
has been necessary to reach into new, undeveloped land to provide home 
sites. The farm land of yesterday is the city or suburban residential sub- 
division of today. Whether the particular subdivision is intended for a high, 
low, or medium income group depends upon a great many things. But in 
practically every development there is a preconceived plan of some kind 
which varies in form, extent, and feasibility according to the motives and 
intelligence of the subdivider. Certainly the most common method of 
legally establishing and protecting a building plan is the imposition of 
restrictive covenants. Although this is no new concept in the law, its greatly 
increased use in recent years warrants a re-examination at this time. 

Moreover, with the passage of time, conditions with respect to real 
estate have changed in many ways. The depreciation in the real value of 
the dollar, the use of new materials by builders, the introduction of novel 
architectural ideas and designs, and the ever-changing character of neighbor- 
hoods and cities are some of the factors which have an impact upon restric- 
tive covenants. Restrictions once a boon become baneful, and vice versa. 

This is a subject which intrigues laymen with its sociological implica- 
tions, vitally affects realtors and city planners, and at the same time is of 
great practical importance to title examiners in their daily practice. 


DEFINITIONS 


Lawyer and layman alike are familiar with the term covenant. Gener- 
ally, a covenant is an agreement between the parties to do or not to do a 
particular act.’ It was originally a promise or agreement in writing, under 
seal.2, However, the sealing of instruments has long since been regarded 
in most jurisdictions as a useless formality; * and in view of a 1953 amend- 
ment to the Illinois statutes * which abolishes the use of private seals on 


* JOHN C. McCARTHY. A.B. 1936, LL.B. 1939, University of Michigan; 
partner in the firm of Williams, McCarthy, and Kinley, Rockford, 
Illinois. 


1Leverich v. Roy, 402 Ill. 71, 83 N.E.2d 335 (1948); Nowak v. Dombrowski, 267 
Ill. 103 107 N.E. 807 (1915). 

? Nowak v. Dombrowski, 267 Ill. 103, 107 N.E. 807 (1915). 2 Worps AND Purases 
1691 (1904). 

314 Am. Jur., Covenants, Conditions and Restrictions § 2 (1938). 

4Tit. Rev. Strat. c. 30, § 153b (1953). 
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written contracts, deeds, and other instruments previously requiring seals, 
it is probably unnecessary in Illinois. 

The word covenant is used to a great extent with respect to agreements 
in conveyances or other instruments pertaining to real estate. When they 
are agreements which restrict the use or enjoyment of the particular land, 
they are referred to as restrictions or restrictive covenants. Protective 
covenants, a name frequently applied, denotes their purpose in another way. 
Many instruments loosely use thé all-inclusive phrase “covenants, conditions, 
and restrictions” to describe the particular prohibitions. Although covenants 
are a part of the general law of contracts, this article is confined to the 
subject most generally known as restrictive covenants, involving limitations 
placed upon the use and enjoyment of real property through voluntary 
restraints and affirmative requirements. 

The restrictive covenant is simply one of several devices designed to 
restrict the use of land. Other legal tools which may produce the same 
or similar effect as the restrictive covenant but in different ways and in 
varying degrees are discussed briefly below. 


Determinable or Qualified Fee 


By this device the grantor retains a possibility of reverter which takes 
effect upon the termination of the estate granted. The use of the words 
“so long as” or “until” in limiting the estate is the familiar characteristic of 
this type of estate.5 


Fee Simple on Condition Subsequent 


In the creation of this estate the grantor retains a right of entry for 
condition broken, a power of termination. Title passes to the grantee, but 
it is subject to being divested upon the failure of the particular condition. 
The usual expression used in the creation of a condition is “provided” or “on 
condition,” but it is the substance and not the form which controls.* Since 
a condition involves a forfeiture, courts will go far to avoid a construction 
in favor of a condition subsequent.” 


Easement 


An easement is an interest in land which confers a right upon the owner 
to some profit, benefit, dominion, or lawful use out of or over the estate of 
another. A negative easement is actually not a different legal device but 


5 Carey & ScHUYLER, ILLiINois Law or Future Interests § 24 (1941). 

6 Nowak v. Dombrowski, 267 Ill. 103, 107 N.E. 807 (1915); Druecker v. Mc- 
Laughlin, 235 Ill. 367, 85 N.E. 647 (1908). 

TCarEY & ScHUYLER, ILLINoIs LAw or Future Interests § 29 (1941). Peck v. 
Drennan, 411 Ill. 31, 103 N.E.2d 63 (1951); Mathis v. Mathis, 402 Ill. 60, 83 N.E.2d 270 
(1948). 19 Am. Jur., Estates § 65 (1938). 

§ Cleveland, C., C. & St. L. Ry. Co. v. Munsell, 94 Ill. App. 10, 61 N.E. 374 (3d 
Dist. 1901). Bouvier, Law Dictionary 332 (Student ed. 1934). 
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is another name for the right of an owner to require a neighbor to observe 
common building restrictions where a general scheme is established. On 
the other hand, the usual type of easement, such as the right to use a road- 
way over the land of another, is a restriction upon the use of land and yet 
it differs from the restrictive covenant. 


Covenant Running With the Land 


Such a covenant gives a right which may be enforced by or against a 
subsequent owner of land. The covenant must touch or concern the land, 
and a privity of estate between covenantor and covenantee is required.® 
Agreements respecting party walls, repair of fences, and water supply are 
examples. 


License 


A license is a permission or authority to do a particular act or series 
of acts upon the land of another without possessing any estate or interest 
in such land, such as an oral agreement for a driveway.'® It does not run 
with the land and is generally revocable at the will of the licensor. 


Zoning Ordinances 


Restrictions upon the use and occupation of property may also be 
imposed by governmental action through municipalities to which the power 
is delegated by the legislature. Although similar in nature and effect and 
often overlapping, zoning ordinances and voluntary restrictions differ in 
a number of ways. 

The power of municipalities to impose reasonable restraints upon the 
use of private property is not unlimited, but is restricted to such regulations 
as are substantially related to the public health, safety, morals, comfort, and 
welfare.!2 On the other hand, private voluntary restrictions are valid so 
long as they are not against public policy and do not materially impair the 
beneficial enjoyment of the estate.1? Consequently, restrictive covenants 
can control not only use of real property, but also size, shape, design, 
location, color, quality, and quantity of buildings to be constructed thereon. 
The differences in parties and issues make the enforcement of zoning ordi- 
nances different from voluntary restrictions. Private restrictions are con- 


® TirFANY, REAL Property §§ 388, 391 (2d ed. 1920). 

10 Boland v. Walters, 346 Ill. 184, 178 N.E. 359 (1931). 

11 ]]linois Power & Light Corp. v. Parks, 322 Ill. 313, 153 N.E. 483 (1926); Ra- 
gain v. Stout, 182 Ill. 645, 55 N.E. 529 (1899). 

12 Try. Rev. Srat. c. 24, § 73-1 (1953). Chicago v. Sachs, 1 Ill. 2d 342, 115 N.E.2d 
762 (1953); County of DuPage v. Halkier, 1 Ill. 2d 491, 115 N.E.2d 635 (1953); Kinney 
v. City of Joliet, 411 Ill. 289, 103 N.E.2d 473 (1952); Trust Co. of Chicago v. Chicago, 
408 Ill. 91, 96 N.E.2d 499 (1951). Matthews, The Power to Zone in Illinois, 1954 U. Itt. 
L. Forum 167. 

13 Housing Authority of Gallatin County v. Church of God, 401 Ill. 100, 81 N.E.2d 
500 (1948). 
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tained in the chain of title as reflected by recorded instruments whereas 
resort must usually be had to published ordinances and statutes to determine 
pertinent zoning regulations. 

Although private restrictive covenants and zoning ordinances are 
separate and independent of one another, each must be complied with. If 
they differ in degree, the strictest will control. While a zoning ordinance 
classification may support the theory that the lots in a district are better 
adapted to uses other than private residences, the ordinance cannot deprive 
the owners of their rights under covenants restricting the use to residences.'* 
A valid restriction incorporated in deeds which in no way threatens or 
endangers the safety, health, comfort, or general welfare of the community 
is neither nullified nor superseded by the adoption or enactment of a zoning 
ordinance.15 A private covenant is extinguished by a zoning ordinance only 
to the extent to which the observance of the covenant is rendered unlawful 
by the ordinance.?* Just as an individual has no power to waive a statutory 
regulation, neither can an ordinance waive a private restriction. It is true 
that there is some duplication or overlapping, and many building ordinances 
contain provisions to the effect that no permit shall be issued for the con- 
struction of a building which violates any recorded valid restriction con- 
tained in a subdivision plat or other document. However, the enforcement 
of private restrictions is not a municipal function.17 


CREATION 


It should be a fundamental principle that restrictions can be created 
only by the owner of the property. However, under certain circumstances, 
a court of equity may actually create, or at least modify, a restriction through 
its enforcement of, or refusal to enforce, a given restriction, e.g., one in- 
volving a building line.1® 

A person may create a restriction benefiting other property not owned 
by him, and moreover, it is not necessary that he own any other land in 
the block or in the vicinity of the particular tract conveyed.® 

The character of the grantor seems to be immaterial. A trustee, holding 


14Gordon v. Caldwell, 235 Ill. App. 170 (1st Dist. 1924). 

15 Meyer v. Stein, 284 Ky. 497, 145 S.W.2d 105 (1940); Dolan v. Brown, 338 IIl. 
412, 170 N.E. 425 (1930); Ludgate v. Somerville, 121 Ore. 643, 256 Pac. 1043 (1927). 
Annot., 48 A.L.R. 1431 (1927); 54 A.L.R. 837 (1928). 

16 RESTATEMENT, Property § 568 (1944). 

17 Matthews, The Power to Zone in Illinois, 1954 U. Itt. L. Forum 167, 185. 

187In Curtis v. Rubin, 244 Ill. 88, 91 N.E. 84 (1910), the court indicated that in 
a proper case where the plaintiffs are not at fault themselves, a court of equity might 
establish a new building line, but refused to do so in that case where the complaining 
owners had built uniformly but in violation of a building line restriction themselves. 
Fitcu, Rear Estate Titties 1n Ituinors § 348 (1948). 

19 VanSant v. Rose, 260 III. 401, 103 N.E. 194 (1913). Fircu, Reat Estate Tit es 
IN ILtrnots § 348 (1948). 
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title with the usual general powers of sale and management, can impose 
restrictive covenants in a trustee’s deed.”° 

Apparently, the motive for imposing restrictions is immaterial, if they 
are otherwise proper.?! They may simply reflect an owner’s moral or ethical 
attitudes, as for example, a covenant against the use or sale of intoxicating 
liquors. Racial restrictions manifest prejudices against various ethnological 
groups. Aesthetic attitudes are evidenced in covenants relative to architec- 
tural designs, required or forbidden building materials, landscaping, and the 
like. Without question, however, the primary motive for imposing restric- 
tions is the desire to confer and preserve an economic benefit. It is strictly 
a business proposition. Restrictive covenants increase the value of sub- 
division lots and enhance their sale. After the lots have been improved, the 
restrictions tend to maintain the value and prevent resale loss by keeping 
the quality of the neighboring buildings uniform. 


Creation by Deed 


Certainly the most common method of creating covenants of the type 
under discussion is by deed. No particular terminology or technical form is 
necessary. However, it must be borne in mind that restraints upon the free 
use of real property are not favored in the law, and a restriction of the 
enjoyment of property must be created by express terms or by plain and 
unmistakable implication.?? 

Little is required to make a restriction binding. Where a grantee 
accepts a deed containing a covenant or agreement to be performed by the 
grantee, followed by his entering into possession of the property, the grantee 
is bound to the performance of the covenant or agreement as effectually 
as if he had signed the deed.”8 


Creation by Plat 


There seems to be some conflict as to whether restrictions may be 
created by merely noting them on a plat. It has been stated by one authority 
that: 24 “The mere filing of a plat containing restrictive covenants does 
not create any rights; it is only by a severance of title by a grant of a lot 
out of the tract that an easement or right comes into existence. Restrictive 


20Drexel State Bank v. O’Donnell, 344 Ill. 173, 176 N.E. 348 (1931); Dolan 
v. Brown, 338 Ill. 412, 170 N.E. 425 (1930). 

21 Hays v. St. Paul M.E. Church, 196 Ill. 633, 63 N.E. 1040 (1902). 14 Am. Jur., 
Covenants, Conditions and Restrictions § 195 (1938). 

22 Leverich v. Roy, 402 Ill. 71, 83 N.E.2d 335 (1948); Starmount Co. v. Greensboro 
roe Park, Inc., 233 N.C. 613, 65 S.E.2d 134 (1951). Annot., 25 A.L.R.2d 898 

23 Mathis v. Mathis, 402 Ill. 60, 83 N.E.2d 270 (1948); Powell v. Powell, 335 Ill. 
533, 167 N.E. 802 (1929); Druecker v. McLaughlin, 235 Ill. 367, 85 N.E. 647 (1908). 

2414 Am. Jur., Covenants, Conditions and Restrictions § 203 (1938). 
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covenants as to building lines cannot be imposed upon lots by tracing and 
marking such lines on a recorded plat if the lines are not referred to in the 
deeds of conveyance or the acknowledgement to the plat.” However, it 
has been held that building lines on a plat with the articles of dedication 
so designating them, constitute a restrictive covenant, especially when the 
dedication establishes parks at street intersections and provides for reversion 
of title if any right of way crosses them.?5 

It appears to be fairly well established in Illinois that a restriction upon 
the use of property may be created by a recorded plat of a subdivision 
upon which is noted a building line if a purchaser buys lots with reference 
to the plat.2® Where the plat of a subdivision shows a building line, a 
purchaser of a lot according to the plat and without restrictions in the deed 
takes it burdened with the easement in favor of other lots for whose benefit 
the building line was established or created.?" The Oregon Supreme Court 
in Menstell v. Johnson ** thoroughly analyzes the problem and cites several 
Illinois cases in support of its decision.2® Where there was a conflict between 
the restrictions in a plat and those in subsequent deeds, the deed restrictions 
have been held to control.8° The court in this latter case construed the 
deeds to indicate the real intent of the grantor to fix a new provision and 
abandon an earlier, stricter restriction. 


Creation by Agreement 


Since restrictive covenants are based upon principles of contract, it 
would seem that the particular form of instrument is unimportant so long 
as the essentials of a contract are present. An instrument separate from a 
deed, signed by the landowners concerned, and based upon valid considera- 
tion, effectively creates binding restrictions.*! Problems may arise, however, 
where the instrument itself provides that a certain number or percentage 
of owners must sign as a condition precedent to its enforceability. In such 
cases, all owners of fractional or undivided interests in lots must sign the 
agreement.®? An agreement may be binding upon persons who sign it even 


25 Menstell v. Johnson, 125 Ore. 150, 262 Pac. 853 (1927), modified, 266 Pac. 891 
(1928). Annot., 57 A.L.R. 311 (1928). 

26 FitcH, Rea Estate Tittes in Itxirots § 349 (1948). 

27 Davis v. Huguenor, 408 Ill. 468, 97 N.E.2d 295 (1951); Loomis v. Collins, 272 
Ill. 221, 111 N.E. 999 (1916). 

28125 Ore. 150, 262 Pac. 853 (1927). Annot., 57 A.L.R. 311 (1928). 

29 McGovern v. Brown, 317 Ill. 73, 147 N.E. 664 (1925); O’Gallagher v. Lock- 
hart, 263 Ill. 489, 105 N.E. 295 (1914); Simpson v. Mikkelsen, 196 Ill. 575, 63 N.E. 
1036 (1902). 

30 Stanley v. Greenfield, 207 Ga. 390, 61 S.E.2d 818 (1950); Kearney v. Kirkland, 


279 Ill. 516, 117 N.E. 100 (1917); Loomis v. Collins, 272 Ill. 221, 111 N.E. 999 (1916). 


Annot., 21 A.L.R.2d 1256 (1952). 

31 Kearney v. Kirkland, 279 Ill. 516, 117 N.E. 100 (1917); Hieronimus v. Moran, 
272 Ill. 254, 111 N.E. 1022 (1916); Hartman v. Wells, 257 Ill. 167, 100 N.E. 500 (1912). 
82 Annot., 173 A.L.R. 316 (1948). 
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though all the parties originally contemplated as signers have not executed 
the instrument.*? 


Creation by Declaration of Owner 


Another method of establishing restrictions is by a written declaration 
of the owner of the lots.3* Such a declaration would have to show clearly 
that acceptance of a subsequent deed would make the lot subject to the 
declared restrictions or the subsequent deed should incorporate the restric- 
tions by reference so as to have the effect of setting them out in full in the 
deed. 


Creation by Implication—The General Scheme 


Where a landowner subdivides a tract of land into lots and conveys 
these lots by deeds containing restrictions which are a part of a general 
scheme or plan for the mutual benefit of the owners of all the lots in the 
subdivision, implied covenants are raised which give a right to each lot 
owner in the nature of a negative easement in the lots of the others.*> The 
inference is that the agreements are intended for the common benefit of all 
the purchasers, and each may enforce the restrictive agreement against each 
of the others.3® The right is not based upon agreement made by subsequent 
purchasers, but upon the theory that each purchaser buying a lot with 
notice of a general plan impliedly assents thereto and can be compelled to 
comply therewith at the suit of the owner of any other lot.37 

The existence of a general plan depends upon the weighing of all the 
pertinent circumstances. Inquiry should be directed largely to determine 
whether the restrictions will impose burdens which are generally equal for 
the mutual benefit and advantage of the lot owners in the area affected.%§ 
It is a question of fact as evidenced either verbally or in writing.2® Some 
of the factors which bear upon the existence of a general plan are: violations 
in or complete omissions of restrictions in deeds to some of the lots; *° 


33 Kearney v. Kirkland, 279 Ill. 516, 117 N.E. 100 (1917). 

34Fircu, Reat Estate Titties 1n Iirois § 349 (1948). 

35 Cuneo v. Chicago Title and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929); McGov- 
ern v. Brown, 317 Ill. 73, 147 N.E. 664 (1925); Clark v. McGee, 159 Ill. 518, 42 N.E. 
965 (1896); Wallace v. Hoffman, 336 Ill. App. 545, 84 N.E.2d 654 (3d Dist. 1949). 14 
Am. Jur., Covenants, Conditions and Restrictions 199 (1938). 

36 Wiegman v. Kusel, 270 Ill. 520, 110 N.E. 884 (1915); Clark v. McGee, 159 IIl. 
518, 42 N.E. 965 (1896). 

87 Wiegman v. Kusel, 270 Ill. 520, 110 N.E. 884 (1915). See Tirrany, REAL 
Property § 400 (2d ed. 1920), for discussion of theories supporting decisions. 

38 Wallace v. Hoffman, 336 Ill. App. 545, 84 N.E.2d 654 (3d Dist. 1949). 

39 Wallace v. Hoffman, 336 Ill. App. 545, 84 N.E.2d 654 (3d Dist. 1949); Hoffman 
v. Schwan, 312 Ill. App. 160, 38 N.E.2d 53 (1st Dist. 1941); Metcoff v. Dahlquist, 252 
Ill. App. 222 (1st Dist. 1929); Chapin v. Dougherty, 165 Ill. App. 426 (4th Dist. 1911). 


40 Loomis v. Collins, 272 Ill. 221, 111 N.E. 999 (1916). 
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absence or presence of any notice of restrictions in the recorded plat of the 
subdivision; #4 and variance in the terms and restrictions in other deeds, 
tending to destroy uniformity.* 


CONSTITUTIONAL STATUS 
Generally 


The general rule is that an owner of real estate has the right to convey 
it subject to any condition or restriction he deems fit to impose, provided 
the conditions or restrictions are not against public policy and do not 
materially impair the beneficial enjoyment of the estate.4* However, re- 
strictions which interfere with the free use of property are not favored in 
law.** All doubts will be resolved against them and they will be construed 
with the utmost strictness.*® 

Some examples of restrictions which have been held to be valid are: 
limiting buildings to residences, covenants as to cost, character, or location 
of buildings, depth of cellars, restrictions against offensive businesses or 
trades, against erection of fences, set back lines, and against use for hotel 
purposes.** Restrictions against the operation of a certain business, other- 
wise legal, have been upheld so long as they are not monopolistic or in 
unlawful restraint of trade.*7 Restrictive covenants requiring the consent 
of a third person to construction on a lot have been approved where the 
consent is not unreasonably withheld.*® 


Racial Restrictions 
In the past, at least, one of the most common restrictions has been the 
racial restriction. It has been aptly described as “essentially a device to limit 


41 TirFANY, REAL Property § 400 (2d ed. 1920). 

42 Clark v. McGee, 159 Ill. 518, 42 N.E. 965 (1896). 
43 Housing Authority of Gallatin County v. Church of God, 401 Ill. 100, 81 N.E.2d 
500 (1948); Dolan v. Brown, 338 Ill. 412, 170 N.E. 425 (1930); Brandenburg v. Country 
Club Bldg. Corp., 332 Ill. 136, 163 N.E. 440 (1928); Natural Products Co. v. Dolese & 
Shepard Co., 309 Ill. 230, 140 N.E. 840 (1923); Hays v. St. Paul M. E. Church, 196 
Ill. 633, 63 N.E. 1040 (1902); Frye v. Partridge, 82 Ill. 267 (1876). 

44 Wallace v. Hoffman, 336 Ill. App. 545, 84 N.E.2d 654 (3d Dist. 1949). 

45 Newton v. Village of Glen Ellyn, 374 Ill. 50, 27 N.E.2d 821 (1940); Voorhees 
v. Blum, 274 Ill. 319, 113 N.E. 593 (1916); Loomis v. Collins, 272 Ill. 221, 111 N.E. 
999 (1916); Handzel v. Bassi, 343 Ill. App. 281, 99 N.E.2d 23 (2d Dist. 1951). 14 Am. 
Jur., Conditions, Covenants and Restrictions § 212 (1938). 

4614 Am. Jur., Covenants, Conditions and Restrictions § 206 (1938). 

47 Calumet Council Bldg. Corp. v. Standard Oil Co. of Ind., 167 F.2d 539 (7th 
Cir. 1948); Burdell v. Grandi, 152 Cal. 376, 92 Pac. 1022 (1907) (liquor business); 
Natural Products Co. v. Dolese & Shepard Co., 309 Ill. 230, 140 N.E. 840 (1923) (stone 
quarry); Wakefield v. VanTassell, 202 Ill. 41, 66 N.E. 830 (1903) (grain elevator); 
Star Brewery Co. v. Primas, 163 Ill. 652, 45 N.E. 145 (1896). Annot., 26 A.L.R.2d 219 
(1952) (petroleum products). 

48 Hannula v. Hacienda Homes, Inc., 34 Cal. 2d 442, 211 P.2d 302 (1949). Annot., 
19 A.L.R.2d 1268 (1951). 
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land ownership or use by any unwanted or unpopular ethnic or religious 
group.” * It is not a modern invention. In fact, a deed containing a racial 
restriction as early as 1204 has been reported.®® 

The past decade has seen a remarkable change in the judicial attitude 
towards restrictive covenants against racial minorities. Prior to 1948, the 
courts generally upheld the validity of restrictive agreements against sale 
to, or use and occupancy by, persons of certain racial characteristics.®! 
However, a state statute or municipal ordinance which imposed real estate 
racial restrictions has been held to be unconstitutional as violative of the 
Fourteenth Amendment.®? Neither the Fourteenth nor the Fifth Amend- 
ments were deemed to prohibit racial agreements. It was not surprising that 
various minority groups affected by such discrimination became increasingly 
vocal in their opposition, and the subject was one of great concern to civil 
rights organizations and legal writers as well.® 

Then came Shelley v. Kraemer®* and Hurd v. Hodge,® landmark 
decisions in the law of racial restrictions. The United States Supreme Court 
in the case of Corrigan v. Buckley,®® had held that restrictive covenants 
barring sale to negroes in the District of Columbia did not violate the “due 
process” clause of the Fifth Amendment because the covenants were simply 
private agreements and did not involve governmental action. In both Shelley 
v. Kraemer and its companion case of McGhee v. Sipes, decided at the same 
time, the Missouri and Michigan state courts 5? had previously held the 
agreements to be valid and not in violation of the Fourteenth Amendment. 
However, on appeal the United States Supreme Court held that judicial 
enforcement by a state court of a private agreement excluding persons from 
occupying or purchasing real property because of their race or color consti- 
tutes state action which is prohibited under the Fourteenth Amendment. 
Such judicial action was deemed to violate the excluded persons’ right to 
the equal protection of the laws. The court specifically stated, however, 
that the agreements standing alone were valid and that voluntary adherence 
to their terms would not violate any constitutional provision. 


49 Miller, Power of Restrictive Covenants 36, Survey G 46 (1947). 
50 Jacoss, THE Jews or ANGEVIN ENGLAND 221. Friedman, A Side Light on Restric- 
tive Covenants, Mass. L. Q., July, 1952, pp. 39-41. 


51 Corrigan v. Buckley, 271 U.S. 323, 46 Sup. Ct. 521 (1926); Lee v. Hansberry, 
372 Ill. 369, 24 N.E.2d 37 (1939); Burke v. Kleiman, 355 Ill. 390, 189 N.E. 372 (1934). 
Annot., 3 A.L.R.2d 466, 474 (1949). 


52 City of Richmond v. Deans, 281 U.S. 704, 50 Sup. Ct. 407 (1930); Buchanan v. 
Warley, 245 U.S. 60, 38 Sup. Cr. 16 (1917). Annot., 3 A.L.R.2d 466, 468 (1949). 


53 See note 9 supra; Annot., 3 A.L.R.2d 469 (1949), for a partial list of articles 
on the subject. 


54 334 US. 1, 68 Sup. Cr. 836 (1948). Annot., 3 A.L.R.2d 441 (1949). 
55 334 U.S. 24, 68 Sup. Ct. 847 (1948). Annot., 3 A.LL.R.2d 441 (1949). 
56 271 U.S. 323, 46 Sup. Ct. 521 (1926). 


57 Sipes v. McGhee, 316 Mich. 614, 25 N.W.2d 638 (1947); Kraemer v. Shelley, 
355 Mo. 814, 198 S.W.2d 679 (1946). 











718 CURRENT REAL ESTATE PROBLEMS _ [Vo . 1955 


Hurd v. Hodge, which was decided the same day as the Shelley case, 
held that the granting of an injunction by the District of Columbia court 
against negroes who violated a racial covenant was prohibited by the Civil 
Rights Act of 1866.58 But the court went further and stated that judicial 
enforcement of racial restrictions in the District of Columbia would be 
contrary to the public policy of the United States, thus laying down a 
policy of consistency between state and federal courts. 

With the failure of the court to totally invalidate such racial restrictions, 
the next logical question was whether an action for damages could be main- 
tained. This was conclusively decided in Barrows v. Jackson *® wherein the 
Supreme Court held that this, too, would constitute state action, and that 
enforcement of an action for damages by a state court would deprive the 
non-Caucasians, “unidentified but identifiable,” of the rights guaranteed by 
the Fourteenth Amendment. 

The courts of Illinois have shown no hesitancy in adhering to the 
doctrines laid down in the federal cases,’ nor have the courts of some other 
states. 

One would have thought that racial restrictions were moribund, if not 
dead. But traditional concepts are not easily destroyed, and it is interesting 
to find that the Missouri Supreme Court in the case of Weiss v. Leaon,®? 
faced squarely the issue of whether a suit for damages for breach of a racial 
restriction is available in a state court and held that it was, Shelley v. Kraemer 
notwithstanding. Even the United States Supreme Court seems reluctant 
to deliver the death blow. In Rice v. Sioux City Memorial Park Cemetery, 
Inc.,® an antiracial covenant was urged as a defense to an action for damages. 
A widow of a Winnebago Indian sued an Iowa cemetery for mental 
suffering allegedly resulting from the defendant’s refusal to bury her hus- 
band, the cemetery relying on a deed restricting burial to Caucasians. Dis- 
missal of the action was affirmed by the Iowa Supreme Court and its decision 
was affirmed when the Supreme Court of the United States divided evenly 
on petition for writ of certiorari.*t The true significance of the case was 
clouded by the Supreme Court’s decision on rehearing, wherein it dismissed 
the writ of certiorari “as improvidently granted.” It is of interest to note 
that the plaintiff urged, inter alia, that the restriction violated the charter of 


58 Rev. Stat. § 1978 (1875), 42 U.S.C.A. § 1982 (1955). 

59 346 U.S. 249, 73 Sup. Cr. 1031 (1953). 

6 Tovey v. Levy, 401 Ill. 393, 82 N.E.2d 441 (1948); Amschler v. Remijasz, 341 
Ill. App. 262, 93 N.E.2d 386 (1st Dist. 1950). 

61 Goetz v. Smith, 191 Md. 707, 62 A.2d 602 (1948); Phillips v. Naff, 332 Mich. 
389, 52 N.W.2d 158 (1952). 

62359 Mo. 1054, 225 S.W.2d 127 (1949). 

83 349 U.S. 70, 75 Sup. Ct. 614 (1955). 

64 Rice v. Sioux City Memorial Park Cemetery, Inc., 348 U.S. 880, 75 Sup. Ct. 122 
(1954). 
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the United Nations and was therefore void. The Iowa court gave short 
shrift to this argument, and the United States Supreme Court refused to 
divulge its attitude toward the novel contention. 

It is questionable whether a “valid” restriction has much value when 
it is unenforceable in the courts. Whether the court rulings have had 
appreciable practical effect this writer is not prepared to say. The effect in 
at least one section of Tennessee has been called “imperceptible.” ® The 
F.H.A. forbids the recording of any racial restrictions on property insured 
by it; ®* but the F.H.A. Commissioner will not object to title even where 
a racial restriction has been violated and the restriction provides for reversion 
or liquidated damages, unless there is an adverse judgment or pending suit 
in connection with the violation.*? It is not surprising that lawyers have 
suggested substitutes for the emasculated racial restrictive covenant. Some 
of these, of questionable practical or legal validity, are: creation of estates 
of limited duration; use of penalty bonds; reservations in deeds of option to 
repurchase; posting of money deposit; organization of community clubs 
imposing their own terms of membership; and purchase of shares in coopera- 
tive apartment houses with limitations on resale.® 


DRAFTING RESTRICTIVE COVENANTS 


The drafting of residential subdivision protective covenants is a matter 
which requires considerably more thought and skill than is frequently mani- 
fested. Too often the subdivider seems simply to have copied an old plat, 
without regard to whether the particular covenants are applicable or 
desirable. Well-drawn restrictions can do much toward establishing the 
character of a neighborhood and maintaining values. Poorly drawn 
covenants may not only result in future legal complications but can have a 
deleterious economic effect. 

Subject to the conditions that the covenants are not contrary to public 
policy and do not materially impair the beneficial enjoyment of the estate, 
there are no limits to the variety of restrictions that an owner may im- 
pose.® It seems ridiculous to urge the use of ordinary common sense, but 
it has been found wanting in many instances. The writer recalls seeing one 
deed with a single restriction, that any residence built upon the lot cost no 
less than $2,000, with a reverter in case of violation. With respect to 
minimum cost, realtors have been heard to complain that in an economic 


65 Comment, 20 TENN. L. Rev. 679 (1949). 

66 FHA Administrative Rules and Regulations, § 221.34, 19 Fep. Rec. 5047 (1954). 

®6&™FHA Administrative Rules and Regulations, § 222.14(d) (4), 19 Fep. Rec. 5051 
(1954). 

68 Note, 43 Ky. L. J. 151, 160 (1954). U.S. News, June 26, 1953, p. 30. 

69 Housing Authority of Gallatin County v. Church of God, 401 Ill. 100, 81 N.E.2d 
500 (1948). 
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depression a minimum cost restriction may be so high as to preclude 
saleability while in more prosperous times the same restriction becomes so 
low that it is meaningless. 

A few basic principles are respectfully suggested as guides in the 
drafting of restrictive covenants: (1) they should be based upon and relate 
to a fundamental general plan; (2) they should reflect the combined think- 
ing of not only the lawyer, but also the realtor, building contractor, archi- 
tect, engineer, and community planner; (3) they should include only such 
covenants as have a pertinent purpose; and (4) they should have strength 
yet flexibility. 

In practically all residential subdivisions there are certain restriction 
requirements that are essential. They often vary in detail, but may be 
categorized as follows: (1) land use; (2) building type and number; (3) 
building cost, quality and size; (4) building location; (5) lot area and shape; 
(6) easements for utilities; (7) prohibition of nuisances; (8) duration; and 
(9) enforcement. In addition, depending upon the particular area, there 
may be protective covenants relating to screen planting, private sewer 
disposal or water system, protection of water courses, exclusion of signs, 
architectural control, park and recreational areas, and many similar matters. 

Perhaps the most difficult problems are found in the practical operation 
and enforcement of covenants respecting cost of dwellings and architectural 
control. As stated at the beginning of this article, the changing value of 
the dollar has rendered fixed minimum cost provisions unrealistic. One 
solution has been to tie the cost to a cost-of-living index such as is published 
from time to time by the federal government. This involves a delicate 
drafting problem, and may receive unfavorable reaction from laymen. One 
form of this type is set out at page 721 of this article. 

The problem of architectural control is a practical one. The original 
subdivider may soon be out of the picture or may lose interest. Committees 
formed on a voluntary basis may deteriorate or dissolve through lack of 
strong leadership. Yet this type of control seems greatly superior to fixed, 
rigid limitations set out in detail in covenant form. For example, some of 
the finest homes being built today are of one-story, a type forbidden in 
many subdivisions. And to allow only certain building materials is hardly 
a progressive or realistic attitude. In general, it is our opinion that one’s 
neighbors, who are entitled to be protected by the restrictions, should have 
the right and the obligation of architectural control over prospective 
dwellings in their subdivision. 

As indicated above, it would be presumptuous to recommend any 
particular set of restrictions because circumstances differ so vastly. The 
following set of proposed subdivision restrictions is fairly standard and 
is a studied attempt to cover most of the usual requirements. 


7 Recommended by Waukesha, Wis. City Planning Commission, Richard E. Arms, 
Director (August 8, 1952). 
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PROPOSED FORM DEED RESTRICTIONS 


1. All lots in the tract shall be known and described as residential lots. 
No building shall be erected, altered, placed or permitted to remain 
on any lot other than one single family dwelling not to exceed one and 
one-half stories in height above the finished grade at its highest point 
on the foundation and a private garage for not more than 2 cars and 
not to exceed 600 square feet in size. 


2. No dwelling shall be permitted on any lot at a cost of less than 
that arrived at by computation in the following manner: 


COST = $ 00 X_ the current cost of living index, 
187.9 








“The current cost of living index” being defined as the most recently 
published “all items” figure in the U.S. Department of Labor Bureau 
of Labor Statistics “Consumers’ Price Index 1/for moderate income 
families large cities combined (1935-39=100),” or such other figure as 
published by the authorized U.S. Government department or bureau, 
being equivalent to the aforementioned “all items” figure. The afore- 
mentioned 187.9 is the above stated figure for February 15, 1952, and 
will govern the total cost with regard to the value of the above date. 


It being the intention and purpose of the covenant to assure that all 
dwellings shall be of the same quality of workmanship and materials 
substantially the same or better than that which can be produced on 
the date these covenants are recorded at the minimum cost stated herein 
for the minimum permitted dwelling size. The ground floor area of 
the main structure, exclusive of one story open porches and garages, 
shall not be less than ____ square feet. If no basement is provided for 
said dwelling, then an additional square feet of ground floor area 
shall be required. 





3. No building shall be located on any lot nearer to the front lot line or 
nearer to the side street line than the minimum building setback lines 
shown on the recorded plat. In any event no building shall be located 
on any lot nearer than ____ feet to the front lot line and nearer than 
25 feet to any side street line. No building shall be located nearer than 
feet to any interior lot line. No dwelling shall be located on any 
interior lot farther than feet from the front lot line. For the 
purposes of this covenant, steps and porches without roofs shall not 
be considered as a part of a building, provided, however, that this shall 
not be construed to permit any portion of a building on a lot to en- 
croach upon another lot, either physically, by way of surface water 
drainage, or by light and air to the extent that no portion of the steps 
or porches may be closer to the interior lot line than a distance equal 
to the height of said portion above the finished grade of the abutting 
lot at the nearest point on said interior lot line. 
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4. No dwelling shall be erected or placed on any lot having a width 
of less than feet at the minimum building setback line, nor shall 
any dwelling be erected or placed on any lot having an area of less than 
square feet, nor shall any lot, once improved or built upon, be 
reduced in size to less than the above stated width and area. 








5. Easements for installation and maintenance of utilities and drainage 
facilities are reserved over the rear ten feet of each lot. 


6. No noxious or offensive activity, as established by the Courts of the 
United States, shall be carried on upon any lot, nor shall anything be 
done thereon which may be or may become an annoyance or nuisance 
to the neighborhood. 


7. No structure of a temporary character, trailer, basement, tent, 
shack, garage, barn or other out building shall be used on any lot at any 
time as a residence either temporarily or permanently. 


8. No sign of any kind shall be displayed to the public view on any 
lot except one professional sign of not more than one square foot, one 
sign of not more than five square feet advertising the property for 
sale or rent or signs used by a building to advertise the property during 
the construction and sales period. 


9. No animals, livestock or poultry of any kind shall be raised, bred or 
kept on any lot except that dogs, cats or other household pets may be 
kept, provided that they are not kept, bred or maintained for any com- 
mercial purpose. 


10. No lot shall be used or maintained as a dumping ground for rubbish. 
Trash, garbage or other waste shall not be kept except in sanitary con- 
tainers. All incinerators or other equipment for the storage or disposal 
of such material shall be kept in a clean and sanitary condition. 


11. No fence, wall, hedge, or shrub planting which obstructs sight 
lines at elevations between two and six feet above the roadways shall be 
placed or permitted to remain on any corner lot within the triangular 
area formed by the street property lines and a line connecting them at 
points 50 feet from the intersection of the street lines, or in the case of 
a rounded property corner from the intersection of street property 
lines extended. The same sight line limitations shall apply on any lot 
within ten feet from the intersection of a street property line with the 
edge of a driveway or alley pavement. No tree shall be permitted to 
remain within such distances of such intersections unless the foliage 
line is maintained at sufficient height to prevent obstruction of sight 
lines. 


12. No building shall be erected, placed or altered on any lot until the 
construction plans and specifications and a plan showing the location 
of the structure have been approved by the written and duly signed 
statement of , owner(s) of the real estate 





first herein described as long as he (they) may live, or by the owners 
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of more than fifty per cent of the total number of lots in this platted 
subdivision entitled , as to quality of 
workmanship and materials, harmony of external design with existing 
structures, and as to location with respect to topography and finish 
grade elevation. No fence or wall shall be erected, placed or altered on 
any lot nearer to any street than the minimum building setback line, 
unless similarly approved. 

The approval or disapproval as required in these covenants shall be in 
writing. In the event that approval or disapproval is not obtained 
within 30 days after plans and specifications have been submitted, or 
in any event if no suit to enjoin the construction has been commenced, 
prior to the completion thereof, approval will not be required and the 
related covenants shall be deemed to have been fully complied with. 








Neither , present owner of the real estate 
first herein described, nor owners of property contained within this 
subdivision entitled shall be entitled to 





any compensation for services performed pursuant to this covenant. 


13. Invalidation of any one of these covenants by judgment or court 
order shall in no wise affect any of the other provisions which shall 
remain in full force and effect. 


14. If the parties hereto, or any one of them, their successors or assigns, 
shall violate or attempt to violate any of the covenants herein, it shall 
be lawful for any other person, or persons, owning real estate situated 
in said proposed subdivision of the lands hereinabove described, to 
prosecute any proceedings at law or in equity against the person, or 
persons, violating or attempting to violate any such covenant, and either 
to prevent him, or them, from so doing or to recover damages or other 
dues for such violation. 


15. These covenants are to run with the land and shall be binding on 
all parties and all persons claiming under them until 
19 , at which time such covenants shall be automatically extended 
for successive periods of 10 years unless by vote of a majority of the 
then owners of the real estate hereinabove described it is agreed to 
change said covenants in whole or in part. 








Other forms of recommended restrictions may be found in “Suggested 
Land Subdivision Regulations” published by Housing and Home Agency, 
U.S. Government, 1952,7! which is an excellent treatment of land sub- 
division generally. Because of the general similarity, other entire sets of 
recommended forms are not set out here, but reference is made to The 
Community Builders Handbook ™ for a detailed treatment of the subject. 


™For sale by Superintendent of Documents, U.S. Government Printing Office, 
Washington 25, D.C. 

7 Prepared by the Community Builders’ Council of the Urban Land Institute, 
(1947). See pages 85-87 and 167-174. See also FepzraL Housinc ApMINISTRATION, LAND 
PLANNING BuLLETIN No. 3, September, 1948; NATIONAL AssocIATION oF HoME BulILpErs, 
Home Buitpers Manuat For LANp DEVELOPMENT 239 (Part IX, 1953); Feperat Housine 
ADMINISTRATION, SUBDIVISION STANDARDS (Circular No. 5, Rev., Sept., 1939). 
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ENFORCEMENT OF RESTRICTIVE COVENANTS 
By Whom 


As is true of any legal question, the most important consideration 
in the field of restrictive covenants is enforcement of the particular right. 
The fundamental and only real inquiry of interest to the landowner-client is 
whether he can go to court and successfully enforce or defend a claim 
involving some restriction. It goes without saying that every reported case 
touches upon some aspect of the subject. 

It may be stated at the outset that the intention of the parties is the 
primary guide, to be considered in connection with the surrounding circum- 
stances at the time the deed was executed.”* There is no question as between 
covenantor and covenantee. An owner has a right to sell his property upon 
such terms and conditions as he may feel proper, and if the terms are 
accepted by the grantee, and are not objectionable in law, they will be 
enforced at the suit of the one in whom the right is vested."* Although 
a contrary rule is found in other jurisdictions,” in Illinois it is settled that 
the right to enforce a building restriction does not depend upon whether 
the grantor owned any other property in the vicinity. In VanSant v. Rose,"® 
the grantors had long since disposed of other property in the neighborhood 
prior to the suit, but the court nevertheless granted injunctive relief against 
a threatened violation of building restrictions. The court said: “They were 
the original covenantees and by their conveyance of the property reserved 
an interest in it... . They had a right to reserve such interest, and this 
right was not dependent upon the covenantees having other property in 
the vicinity that would be affected by a breach of the covenants or that 
they should in any other manner sustain damages thereby.” “7 The same 
apparently holds true where, at the time of the deed in question, the grantor 
owned no other property.7® The basis for the rule is the principle that 
mere breach is sufficient ground for interference by injunction, and the 
right does not depend upon whether the covenantee has been damaged.”® 

Whether a person other than a party to the covenant is entitled to 


73 Hays v. St. Paul M. E. Church, 196 Ill. 633, 63 N.E. 1040 (1902); Hutchinson 
v. Ulrich, 145 Ill. 336, 34 N.E. 556 (1893). 14 Am. Jur., Covenants, Conditions and 
Restrictions §§ 308, 311 (1938). 

™ Hays v. St. Paul M. E. Church, 196 Ill. 633, 63 N.E. 1040 (1902); Frye v. Part- 
ridge, 82 Ill. 267 (1876). 

7514 Am. Jur., Covenants, Conditions and Restrictions § 310 (1938); TirFaNy, 
REA Property § 399 (2d ed. 1920); Annot., 19 A.L.R.2d 1274, 1276 (1951). 

76 260 Ill. 401, 103 N.E. 194 (1913). 

17 Id. at 406-407, 103 N.E. at 196. 

78 Hays v. St. Paul M. E. Church, 196 Ill. 633, 63 N.E. 1040 (1902). 

79 Brandenburg v. Country Club Bldg. Corp., 332 Ill. 136, 163 N.E. 440 (1928); 
VanSant v. Rose, 260 Ill. 401, 103 N.E. 194 (1913); Hartman v. Wells, 257 Ill. 167, 100 
N.E. 500 (1912); Consolidated Coal Co. v. Schmisseur, 135 Ill. 371, 25 N.E. 795 (1890). 
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enforce it again depends upon the intention of the parties to the agreement. 
In the frequently cited case of Hays v. St. Paul M. E. Church ® there was 
a restriction against building “nearer Ashland avenue than is the house or 
building immediately south of said property.” §! The house to the south 
was owned by the grantor’s daughter who sued to enforce the restriction. 
The court held that it was not shown that the restriction was made in 
favor of her lot and that the blood relationship was immaterial. On the 
other hand, in Simpson v. Mikkelsen,®? the court granted an injunction 
against the violation of a building line restriction at the request of an 
adjoining lot owner in a subdivision where there was no written agreement 
or reservation in the deeds. A dotted line on the plat, designated as “building 
line” was held to suffice. The court said: 


“The term ‘building line’ is not of doubtful or obscure meaning, but 
is a well understood term when used upon town or city plats. The 
reservation is an easement for the benefit of the public and especially 
all the property abutting upon the street in the subdivision. . . . The 
owner of this and other lots in the subdivision are guaranteed whatever 
benefits may result from an unobstructed view across the entire reserva- 
tion. .. . The persons to be benefited by such reservation are under- 
stood and need not be expressly mentioned or set forth, any more than 
it is necessary to explain or set forth the persons to be benefited by a 
street or alley.” * 


Restrictions which are of a personal nature only and which are not 
intended to benefit land retained and subsequently conveyed cannot be 
enforced by subsequent grantees.®* But if it meets the test of being intended 
to benefit the land, equity will enforce a restriction whether or not it is 
a covenant that runs with the land. 

Lessees ®° and mortgagees ®* have been held to be entitled to main- 
tain actions to enforce restrictions benefiting the property covered by a 
lease or mortgage. 

The right of equitable relief in the enforcement of restrictive 
covenants depends upon: (1) precedent agreement in some form by which 
a restriction is imposed upon the lot owned by the defendant for the benefit 
of the lot owned by the plaintiff, and (2) in case the agreement is made by 
the defendant’s predecessor in title, notice in some form to the defendant 
of the fact and nature of the agreement.*? 


80 196 Ill. 633, 63 N.E. 1040 (1902). 

81 Jd. at 633-634, 63 N.E. at 1041. 

82 196 Ill. 575, 63 N.E. 1036 (1902). 

83 Id. at 578, 579, 63 N.E. at 1037. 

8414 Am. Jur., Covenants, Conditions and Restrictions § 311 (1938). 

85 Johnson v. Robertson, 156 Iowa 64, 135 N.W. 585 (1912). 

86 Stewart v. Finkelstone, 206 Mass. 28, 92 N.E. 37 (1910). 

8714 Am. Jur., Covenants, Conditions and Restrictions § 312 (1938). Annotations 
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The most common situation involving the right of enforcement by 
persons not parties to an agreement is the general building scheme, referred 
to previously in this article. Ordinarily, the general plan is initiated by a 
subdivider or promoter, but it can be accomplished by the neighboring 
owners themselves in several ways, usually by restrictions in the deeds or 
by some written declaration. The basic requirement for such a plan is that 
the protective covenants be intended for the common benefit of all the 
owners in the subdivision. It follows logically that each owner has the 
right to enforce the restrictions so imposed against the owners of every 
other lot embraced in the scheme.** Although there is some question as to 
the principle underlying this generally accepted doctrine,®® the Illinois courts 
have grounded their decisions on the theory that each lot owner has a right 
in the nature of an easement in the lots of the others, which right will be 
enforced in equity upon equitable principles.” 


Against Whom 


Courts of equity will enforce restrictive covenants regardless of 
whether they run with the land in the usual sense, so long as the covenants 
bestow benefits or impose restrictions upon the use of the land and the 
purchaser had knowledge of the restrictions.®! A strictly personal covenant 
will not bind a subsequent purchaser, of course. It is not necessary that the 
agreements be expressed with technical accuracy, that they be binding at 
law, or that there be privity of estate between the parties. Such building 
restrictions will be enforced in equity upon equitable principles, each case 
being considered with reference to its own circumstances.” 

Either actual or constructive notice will form the basis for equitable 
intervention. It has been held that there was sufficient constructive notice 
where the restrictions appeared in a recorded plat * or a recorded agree- 


on the subject of who may enforce restrictions are found in 21 A.L.R. 1281 (1922), 
33 A.L.R. 676 (1924), 60 A.L.R. 1223 (1929), and 89 A.L.R. 812 (1934). See also 
Tirrany, Rear Property § 399 (2d ed. 1920). 

88 Cuneo v. Chicago Title and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929); Wieg- 
man v. Kusel, 270 Ill. 520, 110 N.E. 884 (1915); Curtis v. Rubin, 244 Ill. 88, 91 N.E. 
84 (1910); Clark v. McGee, 159 Ill. 518, 42 N.E. 965 (1896); Hutchinson v. Ulrich, 145 
Ill. 336, 34 N.E. 556 (1893); Frye v. Partridge, 82 Ill. 267 (1876). 

89 See discussion in TirFANY, REAL Property § 400 (2d ed. 1920). 

90 Cuneo v. Chicago Title and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929). 

%1 O’Neill v. Wolf, 338 Ill. 508, 170 N.E. 669 (1930); Cuneo v. Chicago Title 
and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929); Wiegman v. Kusel, 270 Ill. 520, 110 
N.E. 884 (1915); Curtis v. Rubin, 244 Ill. 88, 91 N.E. 84 (1910); Clark v. McGee, 159 
Ill. 518, 42 N.E. 965 (1896); Hutchinson v. Ulrich, 145 Ill. 336, 34 N.E. 556 (1893); 
Frye v. Partridge, 82 Ill. 267 (1876). 

92 O’Neill v. Wolf, 338 Ill. 508, 170 N.E. 669 (1930); O’Gallagher v. Lockhart, 
263 Ill. 489, 105 N.E. 295 (1914). 

%8 Loomis v. Collins, 272 Ill. 221, 111 N.E. 999 (1916); Simpson v. Mikkelsen, 196 
Ill. 575, 63 N.E. 1036 (1902); Ewertsen v. Gerstenberg, 186 Ill. 344, 57 N.E. 1051 (1900). 
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ment or declaration.** The absence of the covenant from subsequent deeds 
is of no consequence; if the deed containing the covenant was recorded, it 
appears in the chain of title and the record gives notice to subsequent 
purchasers. A purchaser is charged with notice of anything showing or 
imposing a restriction which may be contained in a conveyance in the 
chain of title under which he claims.%* In Wiegman v. Kusel® it was 
argued as a defense that the lots were subsequently repurchased by the 
original owner who created the restrictions and his subsequent conveyance 
omitted the restriction. However, the court stated that the second deed 
failed to change the effect of the original deed which continued to impart 
notice to any purchaser. 

Since notice is the sine qua non to enforcement, it follows conversely 
that if a purchaser acquires title to a lot in a restricted area without notice, 
actual or constructive, he is not bound, and the burden of proving notice is 
upon the person seeking to enforce the restriction.*® 

It is an unusual case where there is not some notice of record, but 
under general equitable principles, it would seem that recording is not 
necessary where there is actual knowledge. It has been held that a 
purchaser is not charged with notice of a general plan by the uniformity 
of construction of buildings on other lots sold by the same vendor.’ 

Municipalities are also bound by restrictive covenants. Covenantees 
may enjoin intended use of land by a city contrary to the provisions of a 
covenant unless and until compensation is paid by the municipality to the 
covenantees, irrespective of whether it is engaged in a proprietary or govern- 
mental function.’ 


REMEDIES 
At Law 


The cases are few in which damages are sought at law, but such an 
action may be asserted, certainly as between covenantee and covenantor 
and under some rulings even by a subsequent holder.!°? In some cases where 


4 Wiegman v. Kusel, 270 Ill. 520, 110 N.E. 884 (1915); Star Brewery Co. v. 
Primas, 163 Ill. 652, 45 N.E. 145 (1896). 

% Dolan v. Brown, 338 Ill. 412, 170 N.E. 425 (1930); Ewertsen v. Gerstenberg, 
186 Ill. 344, 57 N.E. 1051 (1900). 


% Tirrany, REAL Property § 398 (2d ed. 1920). 

97270 Ill. 520, 110 N.E. 884 (1915). 

98 McGovern v. Brown, 317 Ill. 73, 147 N.E. 664 (1925). 

9914 Am. Jur., Covenants, Conditions and Restrictions § 330 (1938). Annot., 4 
A.L.R.2d 1419, 1428 (1949). 

100 Casterton v. Plotkin, 188 Mich. 333, 154 N.W. 151 (1915); Bradley v. Walker, 
138 N.Y. 291, 33 N.E. 1079 (1893). 

101 Lowery v. City of Pekin, 186 Ill. 387, 57 N.E. 1062 (1900); Allen v. Detroit, 
167 Mich. 464, 133 N.W. 317 (1911). 

10214 Am. Jur., Covenants, Conditions and Restrictions § 341 (1938). 
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injunctive relief has been denied, the plaintiff has been left to his law 
remedies.1°* This was true in one case brought by an owner against an 
adjoining owner where all the lots in the subdivision were subject to 
building line restrictions,!°* a general scheme situation. Some of the well- 
known racial restriction cases were actions at law for damages.!% 

It is not uncommon to find a deed with this statement: “Subject to the 
following conditions, covenants, restrictions, limitations, and reservations,” 
followed by a list of building, use, and other restrictions. Such a designation 
is obviously not very trustworthy in a determination of the legal effect and 
enforceability of the provisions. The exact language employed must be 
examined in light of the surrounding circumstances.’ Whether it is a 
covenant, a condition, or a conditional limitation can be of prime importance 
in deciding the appropriate remedy. If the deed contains a conditional 
limitation, for example, the estate fails upon the happening of the event by 
its own terms because it comes within the condition which limits it, and 
it is self-operative. In the case of a condition subsequent, re-entry is 
generally necessary to revest title, and a court of equity will not aid a 
forfeiture where no right of re-entry is provided in the covenant. In a 
proper case of condition subsequent with right of re-entry, ejectment is 
the appropriate remedy to enforce a forfeiture upon the breach of such 
a condition.!°%? Bringing suit in ejectment is considered equivalent to a 
re-entry which is necessary to re-vest the estate in the grantor.1°° If the 


provision is merely a covenant, then there is no forfeiture, but an action for 
damages or a suit in equity is available. The courts will go far to avoid 
forfeitures and to construe provisions that terminate an estate as conditions 
subsequent rather than as conditional limitations, and they prefer covenants 
over conditions.4° This is no mere academic matter, but is of considerable 
practical concern to title examiners. It is not enough merely to set up the 
restrictions as exceptions in a title opinion, for if there is a reverter or 


108 Rombauer v. Compton Heights Christian Church, 328 Mo. 1, 40 S.W.2d 545 
(1931). 

104 Borssuck v. Pantaleo, 183 Md. 148, 36 A.2d 527 (1944). 

105 Rice v. Sioux City Memorial Park Cemetery, Inc., 349 U.S. 70, 75 Sup. Ct. 614 
(1955); Barrows v. Jackson, 346 U.S. 249, 73 Sup. Ct. 1031 (1953); Chandler v. 
Ziegler, 88 Colo. 1, 291 Pac. 822 (1930); Weiss v. Leaon, 359 Mo. 1054, 225 S.W.2d 127 
(1949); Eason v. Buffaloe, 198 N.C. 520, 152 S.E. 496 (1930). 

106 Druecker v. McLaughlin, 235 Ill. 367, 85 N.E. 647 (1908). 

107 Newton v. Village of Glen Ellyn, 343 Ill. 489, 175 N.E. 770 (1931); Powell 
v. Powell, 335 Ill. 533, 167 N.E. 802 (1929). 

108 Hart v. Lake, 273 Ill. 60, 112 N.E. 286 (1916). 

109 Powell v. Powell, 335 Ill. 533, 167 N.E. 802 (1929); Dodd v. Rotterman, 330 
Ill. 362, 161 N.E. 756 (1928); Rooks Creek Evangelical Lutheran Church v. First 
Lutheran Church, 290 Ill. 133, 124 N.E. 793 (1919). 

110 Storke v. Penn Mut. Life Ins. Co., 390 Ill. 619, 61 N.E.2d 552 (1945). See 
Carey & ScHUYLER, ILLinois Law or Future Interests § 29 (1941), for an excellent 
discussion of this general problem. 
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forfeiture provision, it may seriously affect marketability or the ability to 
mortgage the property.1! 


In Equity 

It is now almost elementary that injunctive relief in equity is the most 
common and most satisfactory remedy available for the enforcement of 
restrictive covenants. Concomitant with this remedy are all the familiar 
equitable principles employed to obtain true justice as distinguished from 
the harsher legal rules. 

The law on the subject of equitable enforcement of restrictions is built 
upon the English case of Tulk v. Moxhay '!? where the court held that a 
covenant in a deed restricting the grantee from building upon or using the 
premises except as an open garden or pleasure ground was enforceable in 
equity against the covenantor’s grantee. The court stated: “. ... The 
question is, not whether the covenant runs with the land, but whether a 
party shall be permitted to use the land in a manner inconsistent with the 
contract entered into by his vendor, and with notice of which he pur- 
chased.” 118 The right of a court of equity to act was early recognized in 
Illinois 1* and has been uniformly followed ever since. It is settled that 
equity will enforce negative covenants by issuing injunctions to prevent 
their breach even though no substantial injury is caused by the breach and 
although damages might be recoverable at law.145 

Equity may be merciful, but it can also be stern. In a proper case, a 
mandatory injunction will issue, with drastic consequences. The case of 
Fick v. Burnham" is illustrative of the extent to which courts will go in 
enforcing covenants. Here was an agreement restricting lots to one private 
dwelling house to be occupied by one family and providing that no resi- 
dence should be constructed unless the lot should have a frontage of sixty- 
five feet or more. The defendant began erection of two houses in violation 
of the restriction, one claimed to be intended for the use of the owner’s 
chauffeur. The court ordered the removal of one entire building. The 
complainants used diligence in asserting their rights and prior violations 
were not deemed material enough to preclude their complaint. Moreover, 
the fact that the construction might have enhanced the value of property 
in the neighborhood was held to be no defense. 


111 ]]linois insurance companies are prohibited from investing in real estate 
mortgages where there is a condition or right of re-entry or forfeiture under which 
the investment may be cut off, subordinated, or otherwise disturbed. Itu. Rev. Srat. c. 
73, § 737 (1953). 

1122 Phillips 774, 41 Eng. Rep. 1143 (1848). 

118 Jd. 41 Eng. Rep. at 1144. 

114Frye v. Partridge, 82 Ill. 267 (1876). 

115 Consolidated Coal Co. v. Schmisseur, 135 Ill. 371, 25 N.E. 795 (1890). 

116 251 Ill. App. 333 (Ist Dist. 1929). 
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In Hartman v. Wells 7 a mandatory injunction was ordered for the 
removal of portions of a building extending beyond a building line. In 
this case a lengthy agreement providing for a building set back line was duly 
recorded. While the plaintiff was out of the state, and without his know- 
ledge, the defendant prepared to build porches on the second and third 
stories of his house which was under construction. Pillars which were 
composed of stone or concrete and had been completed, projected five feet 
beyond the agreed line. The defenses raised were that the plaintiff’s 
property was not damaged but that its value was actually enhanced; that 
the porches were practically complete; and that they cost more than $4500. 
The trial court refused to grant the mandatory injunction requiring the 
removal of the structures extending beyond the line authorized by the 
agreement but it did enjoin the completion or rebuilding of the porches 
so long as they projected farther than authorized. However, on appeal 
the Supreme Court said: “.... We are at a loss to understand why, if it 
was inequitable to require the removal of said structures projecting beyond 
the building line, it would not also be inequitable and unauthorized to 
enjoin their completion and maintenance. It is apparent that in their in- 
completed state they are of little value for use, and if their completion and 
repairing would be a violation of the agreement authorizing interference 
by injunction, it would seem their maintenance would be also.” 148 The 
other defenses were deemed immaterial and the mandatory injunction was 
granted. 

Another example is O’Gallagher v. Lockhart,14® where the owner of 
a vacant lot sought to require his next door neighbor to remove a porch 
which violated a building line restrictive covenant. The porch was of 
massive construction, extending three stories in height and shut off light and 
view of other lot owners as effectively as if the main building had extended 
out to the line of porch. Although there had been two other violations in 
the four-block subdivision, this was not considered sufficient acquiescence 
or abandonment to preclude the relief sought. The court ordered the 
removal of all that portion of the building extending beyond the agreed 
building line. 

In Turney v. Shriver,!*° the original bill petitioned for an injunction 
restraining the contemplated construction of a building in violation of a 
set-back line restriction. While the suit was pending the defendants com- 
pleted the construction of the building despite repeated warnings that if 
they so constructed the building it would violate the terms of their deed 
and that they would do so at their peril. A supplemental bill was filed 


117 257 Ill. 167, 100 NE. 500 (1912). 
118 Jq, at 171-172, 100 N.E. at 501. 

119 263 Ill. 489, 105 N.E. 295 (1914). 
120 269 Ill. 164, 109 NE. 708 (1915). 
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asking for a mandatory injunction and the lower court granted it, requiring 
the removal of so much of the building as violated the restriction. Despite 
the admitted hardship upon the appellants, the Illinois Supreme Court 
affirmed the decree. 

The Illinois law on mandatory injunctions to enforce restrictions is 
discussed at length in Brandenburg v. Country Club Building Corporation.» 
The injunction was refused in that case mainly because the plaintiffs 
knowingly sat back and let the defendant complete construction of a nine- 
story, $800,000 apartment building before they objected to the violation of 
a restriction. The court points out that in every case where a mandatory 
injunction has been granted to remove or modify structures, the defendant 
had completed the structure complained of either during the pendency of 
the suit to enjoin the construction or after notice and protest by the com- 
plainants against the violation of their rights. The same complainant had 
been successful in obtaining a mandatory injunction against another builder 
who violated the building restriction in a previous case,!*? but there she had 
acted promptly. 

The same principle was applied in the case of a violation of a Chicago 
zoning ordinance where the owners continued to complete a building 
despite warnings and a decree of both the Superior Court of Cook County 
and the Federal District Court. The United States Circuit Court of Appeals 
granted a mandatory injunction requiring the remodeling of the building to 
conform to the ordinance, even though the cost would exceed $100,000.17% 

Courts of other states have similarly granted mandatory injunctions for 
various violations of building restrictions.1* 

Attempts to procure the issuance of a preliminary mandatory injunction 
in connection with the enforcement of restrictive covenants have been 
uniformly unsuccessful. But where a complainant makes out a clear case, 
free from doubt or dispute, such an injunction can be issued at a preliminary 
hearing.1”5 


DEFENSES 


Equitable defenses to actions to enforce restrictive covenants are sum- 
marized by the American Law Institute Restatement of Property as fol- 
lows: 126 (1) breach of corresponding promise; (2) acquiescence in breaches 
by another; (3) laches; (4) relative hardship; and (5) change of conditions. 


121 332 Ill. 136, 163 N.E. 440 (1928). 
122 Brandenburg v. Lager, 272 Ill. 622, 112 N.E. 321 (1916). 
128 Welton v. 40 East Oak St. Bldg. Corp., 70 F.2d 377 (7th Cir. 1934). 
124See annot., 57 A.L.R. 336 (1928). 
125 Paxton v. Fabry, 200 Ill. App. 104 (1915) (abst. dec.). Annot., 15 A.L.R.2d 
213, 327 (1951). 
126 ResTATEMENT, Property § 560-564 (1944). 
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Breach of Corresponding Promise 


The Restatement expresses the first principle this way: “The con- 
tinuing violation of the obligation arising out of a promise respecting the 
use of land by one who is entitled to enforce a corresponding promise against 
another disables the one so violating the promise from securing injunctive 
relief against substantially like violations of the corresponding promise.” 
Thus, where the complainants have been guilty of violations of building 
line restrictions themselves, they cannot insist upon compliance by others, 
even if the latter were guilty of violations to a greater extent.!27 But the 
breach by the plaintiff must be substantial before it can be used as a defense. 
For example, a foot or foot and a half projection over a fifty-foot building 
line by a plaintiff will not preclude enforcement against another who built 
all the way to the sidewalk.!?8 And one having a right of action against an 
adjoining owner for violation of a front building line is not to be denied 
relief merely because he has violated a restriction forbidding any building 
within two feet of the adjoining lot, where such violation is only by one 
inch,!29 


Acquiescence in Breaches by Another 


The acquiescence in breaches by others must likewise be tantamount 
to abandonment or waiver. The fact that a lot owner failed to object to 
two palpable violations of a building line restriction common to all lots in 
a subdivision for a distance of four blocks does not, of itself, preclude him 
from enjoining a palpable violation of such restriction on the lot next to his 
own.!8 In Hoffman v. Schwan '*! the court made a detailed study of the 
entire subdivision, considered the type and locations of prior violations and 
the general plan and decided that since the plaintiffs had not theretofore 
insisted on a literal interpretation of the language of the covenant they would 
not be permitted to do so at that time. The fact that part of the lot owners 
in a block, in violating a building line restriction, have erected their buildings 
in a uniform and symmetrical manner does not authorize a court of equity, 
against the will of any other lot owner, to establish a building line which 
will conform to their buildings.’®? It has been held that an owner does not 
have to go to court to protest violations on other streets that do not affect 
him in any practical way, or even upon his own street but so far away or of 


127 McGovern v. Brown, 317 Ill. 73, 147 N.E. 664 (1925); Kneip v. Schroeder, 
255 Ill. 621, 99 N.E. 617 (1912); Curtis v. Rubin, 244 Ill. 88, 91 N.E. 84 (1910). 

128 O’Neill v. Wolf, 338 Ill. 508, 170 N.E. 669 (1930); Brown v. Pierson, 250 Ill. 
App. 214 (2d Dist. 1928). 

129 Borssuck v. Pantaleo, 183 Md. 148, 36 A.2d 527 (1944). 

130 Q’Gallagher v. Lockhart, 263 Ill. 489, 105 N.E. 295 (1914). 

131 312 Ill. App. 160, 38 N.E.2d 53 (1st Dist. 1941). 

182 Curtis v. Rubin, 244 Ill. 88, 91 N.E. 84 (1910); Ewertsen v. Gerstenberg, 186 
Ill. 344, 57 N.E. 1051 (1900). 
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such a nature as to be of no noticeable effect upon his property, in order to 
overcome the claim of acquiescence.'** By the same token, acquiescence in 
the violation of one building restriction does not amount to the abandon- 
ment of separate and distinct restrictions which are material and beneficial 
to the owners of lots affected by them.'** To have any material bearing, 
the defense of acquiescence must refer to the permitting of violations subse- 
quent to the establishment of the restrictions, not prior thereto.1%5 


Laches 


The familiar equitable defense of laches is particularly applicable to 
suits to enforce restrictions. What constitutes laches depends of course 
upon the facts and circumstances of each case. For example, where the 
plaintiff lived in the same block in which a building was being constructed 
in violation of a restriction, where the period of construction lasted more 
than a year, and where the first objection came by the filing of suit three 
months after the completion of the building, relief was denied.1%* This 
defense has special significance in cases where mandatory injunctions are 
sought. Manifestly, any request to a court of equity to obtain the removal 
of buildings violating restrictions should be made promptly.18* As a general 
rule, the complainant must institute legal proceedings without delay, but 
mere delay in bringing suit does not of itself, constitute laches.1%8 


Relative Hardship 


In weighing equities, courts naturally consider the relative hardship. In 
Ewertsen v. Gerstenberg,'*® the court refused to grant an injunction where, 
by the acts of the party imposing the restriction or those claiming under 
him, the property and the neighboring property had so changed in its 
character as to make it unfit or unprofitable for use if the restriction were 
enforced, or where to grant relief would be a hardship on the defendant 
and of no corresponding benefit to the complainant. 


Change of Conditions 


The defense of change of conditions has been stated by the Restatement 
as follows: “Injunctive relief against violation of the obligations arising out 
of a promise respecting the use of land cannot be secured if conditions 


133 Q’Neill v. Wolf, 338 Ill. 508, 170 N.E. 669 (1930); Fick v. Burnham, 251 IIl. 
App. 333 (1st Dist. 1929). Annot., 85 A.L.R. 936 (1933). 


134 Cuneo v. Chicago Title and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929). 

1385 Kearney v. Kirkland, 279 Ill. 516, 117 N.E. 100 (1917). 

136 Brandenburg v. Country Club Bldg. Corp., 332 Ill. 136, 163 N.E. 440 (1928). 
187 Annot., 57 A.L.R. 336, 341 (1928). 


188 Stewart v. Finkelstone, 206 Mass. 28, 92 N.E. 37 (1910). Annot., 12 A.L.R.2d 
394 (1950). 
139 186 Ill. 344, 57 N.E. 1051 (1900). 
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have so changed since the making of the promise as to make it impossible 
longer to secure in a substantial degree the benefits intended to be secured 
by the performance of the promise.” 14° The principle has been stated by 
the Illinois Supreme Court in these words: “.... The rule in this State 
likewise is, that equity will not enforce a restriction where, by the acts of 
the grantor who imposed it or of those who derived title under him, the 
property and that in the vicinity has so changed in its character and environ- 
ment and in the uses to which it may be put as to make it unfit or un- 
profitable for use if the restriction be enforced, or where to grant an 
injunction against violation of such restriction would be a great hardship 
on the owner and of no benefit to the complainant, or where the com- 
plainant has waived or abandoned the restriction.” 141 It is obviously a 
defense peculiar to equity, flexible and embracing other equitable principles 
such as laches, clean hands, and estoppel in its application. The doctrine 
may be relied on for affirmative relief in seeking the removal of restrictions, 
as in the case of Cuneo v. Chicago Title and Trust Co., last cited, or as a 
defense in an action to enforce restrictions by injunction. It is said in one 
annotation !*? that “. ... for a change in neighborhood conditions to relieve 
against enforcement of a restriction and especially to constitute a sufficient 
ground for cancelation or modification of a restriction, such change must 
be so radical and complete as to render the restriction unreasonable, 
confiscatory and discriminatory, or as practically to destroy the purpose 
for which the restriction was originally imposed, relief from an onerous 
building restriction because of change in the character of the neighborhood 
being granted only if it can be done without causing damage to others who 
have purchased their property in the restricted area in reliance on the 
restriction.” 148 

Where the plaintiff purchased lots restricted to three-flat buildings 
with an $18,000 minimum cost, the fact that the subdivision did not 
develop and no buildings of that type had been constructed for many years 
did not constitute change in the character of the neighborhood and the 
court refused to modify the restrictions to permit one-family dwellings 
costing not less than $5,000.1#4 

Where only two lots are restricted, neighborhood changes which would 
make the restricted lots more valuable for other purposes do not justify 
removal of the restrictions as a cloud upon the title, especially where the 


140 RESTATEMENT, Property § 564 (1944). 

141Cyneo v. Chicago Title and Trust Co., 337 Ill. 589, 595, 169 N.E. 760, 763 
(1929). 

142 Annot., 4 A.L.R.2d 1111, 1114 (1949). 

143 See other annotations in 54 A.L.R. 812 (1928); 85 A.L.R. 985, 986 (1933); 
88 A.L.R. 405 (1934); 103 A.L.R. 729, 734 (1936); 114 A.L.R. 1237, 1240 (1938); 162 
A.L.R. 180, 187-191 (1946). 

144 Ockenga v. Alken, 314 Ill. App. 389, 41 N.E.2d 548 (1st Dist. 1942). 
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restriction has never been abandoned by the defendant whose property is 
still benefited by it.46 A church holds no better position than an individual 
in avoiding a restriction to residential use when there has been no change 
in conditions.146 

An example of sufficient change to justify refusal of an injunction is 
a case where a building line had been violated by most of the buildings 
and elevated tracks had been constructed through the subdivision and 
along the defendant’s lot, rendering the property undesirable for residential 
purposes,147 

The location of the changes is important. If they are outside the sub- 
division restricted to a particular use,!4* or are not in the immediate vicinity 
of the property in question,'*® the doctrine is not available. Of course, the 
changes must have occurred subsequent to the imposition of the restrictive 
covenants, 159 

The fact that releases of the restriction have been given other owners 
in the subdivision is evidence tending to support the defense of change 
of condition.1®4 

It has been held that even a change which could have been foreseen, 
such as encroachment of business upon a residential neighborhood, may be 
regarded as justifying the refusal of an injunction, especially where the 
enforcement would materially injure the defendant without benefiting the 
complainant.15? 

Other factors to be considered in a “change of neighborhood” defense 
are whether the change was caused in whole or in part by the complainant 
or by other independent parties or factors and the type of restriction, ¢.g., 
whether building line, minimum cost, or racial.158 


ELIMINATION OF RESTRICTIONS 


Duration 
As a general rule the duration of restrictions upon the use of land 
depends upon the intention manifested in the instrument which created 


145 Drexel State Bank v. O’Donnell, 344 Ill. 173, 176 N.E. 348 (1931). 

146 Housing Authority of Gallatin County v. Church of God, 401 Ill. 100, 81 N.E.2d 
500 (1948). 

147 Kneip v. Schroeder, 255 Ill. 621, 99 N.E. 617 (1912). 

148 Dolan v. Brown, 338 Ill. 412, 170 N.E. 425 (1930); Simpson v. Mikkelsen, 196 
Ill. 575, 63 N.E. 1036 (1902). 

149 QO’Neill v. Wolf, 338 Ill. 508, 170 N.E. 669 (1930); Cuneo v. Chicago Title 
and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929); Wiegman v. Kusel, 270 Ill. 520, 110 N.E. 
884 (1915). 

150 Kearney v. Kirkland, 279 Ill. 516, 117 N.E. 100 (1917); VanSant v. Rose, 260 
Ill. 401, 103 N.E. 194 (1913). 

151 Storke v. Penn Mut. Life Ins. Co. 390 Ill. 619, 61 N.E.2d 552 (1945). 

152 Star Brewery Co. v. Primas, 163 Ill. 652, 45 N.E. 145 (1896). Tirrany, REAL 
Property § 401 (2d ed. 1920). 
1538 Annot., 4 A.L.R.2d 1111 (1949). 
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them.!5* In line with the fundamental policy in the law in favor of the 
free use of property, courts have handed down the rule of construction 
that if there is any doubt as to whether a restriction is permanent or is to 
cease at the end of a certain period of time, the doubt will be resolved 
against the restriction. Thus, where deeds contained restrictions against 
flat-buildings for twenty years, mere verbal statements of the grantors that 
flat-buildings will never be erected because the character of the neighbor- 
hood will become fixed at the end of twenty years will not extend the 
restriction beyond the twenty years. Nor will the use, location, appearance, 
and character of the buildings constitute notice of restrictions so as to 
extend a period beyond that expressly stated in the deeds.15* When the 
period of duration of a restrictive covenant is not expressly stated, there 
seems to be a divergence of opinion, one view being that the restriction 
continues for the duration of the estate created, the other view holding that 
the restriction endures for such time as is reasonable.!5? Legal existence of 
the restriction may be rendered academic by the application of equitable 
defenses previously noted. In a situation where a plat’s building line restric- 
tion was not limited as to time, but subsequent deeds did limit the duration 
to fifteen years, the latter were held to control.15§ Although restrictions 
may have expired or have been waived, they can be renewed as between 
subsequent purchasers and their grantees, where their deeds refer to and 
adopt the restrictions contained in the original deed.1°® 


Relief from Restrictions 


A restriction upon the free use of land is a two-edged sword. On the 
one hand it serves a valid, useful, and very desirable purpose. It provides 
a method of obtaining a fuller enjoyment of one’s property than is afforded 
by the usual common law principles that have developed through the years. 
On the other hand, many restrictions, particularly those relating to the 
use of land, often become obsolete with the passage of time. The result is 
that they render the land less valuable, less saleable, and tend to decrease 
rather than increase the enjoyment of it. To relieve an owner from such 
a situation, resort may be had to several devices provided by the common 
law. In addition, in some states statutes have been passed to alleviate the 


problem. 


154 Dick v. Goldberg, 295 Ill. 86, 128 N.E. 723 (1920). RESTATEMENT, Property 
§ 554 (1944). 

155] ehmann v. Revell, 354 Ill. 262, 188 N.E. 531 (1933); Dick v. Goldberg, 295 
Ill. 86, 128 N.E. 723 (1920); Loomis v. Collins, 272 Ill. 221, 111 N.E. 999 (1916). 

156 Dick v. Goldberg, 295 Ill. 86, 128 N.E. 723 (1920). 

15714 Am. Jur., Covenants, Conditions and Restrictions § 205 (1938). Annot., 95 
A.L.R. 458, 459 (1935). 
158 Kearney v. Kirkland, 279 Ill. 516, 117 N.E. 100 (1917). 
159 Bondy v. Samuels, 333 Ill. 535, 165 N.E. 181 (1929). 
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Non-Statutory Methods of Extinguishment 


Release, Clearly, one who has the right to enforce a covenant may re- 
lease it.16° But where third parties’ interests are involved, such as where 
an owner has sold other lots to purchasers relying on the common restric- 
tion, the release must be given by or acquiesced in by the other grantees.'* 

Merger. Where the title to property subject to a restrictive covenant 
is vested in the owner of the property for whose benefit the covenant was 
imposed, the covenant is extinguished.1® 

Mutual Agreement. Effect will be given to an agreement between 
parties for modification or abrogation of restrictions.6 The manner of 
such change or elimination seems immaterial so long as the affected parties 
agree to it.164 

Abandonment. This is a sort of combination of waiver and mutual 
agreement, and might well be considered more as an equitable defense 
except that it has aspects of an affirmative nature. The Restatement expresses 
it as follows: “An equitable interest in land arising out of a promise re- 
specting its use existing as against one who is not subject to a legal obliga- 
tion resulting from the promise is extinguished by an intentional relinquish- 
ment of the interest, the intention being indicated by conduct respecting 
the use authorized by the promise.” 1% 

Legal cancellation. In a proper case where conditions have radically 
changed, a court of equity will remove restrictions as a cloud on title. 

Mortgage foreclosure. The foreclosure of a mortgage wipes out any 
restrictions imposed subsequent to the mortgage, absent any circumstances 
giving rise to an estoppel.!®* Moreover, the foreclosure of a mortgage upon 
most of the lots in a subdivision has the effect of making unenforceable in 
equity restrictions upon other lots in the subdivision not covered by the 
mortgage, at least where it would be unjust to enforce them for just a few 
lots,168 


160 RESTATEMENT, Property § 556 (1944). 
161 TirFANY, REAL Property § 401 (2d ed. 1920). 


16214 Am. Jur., Covenants, Conditions and Restrictions § 293 (1938). REsTATE- 
MENT, Property § 555 (1944). 


163 RESTATEMENT, Property § 557 (1944). 

164 Annot., 78 A.L.R. 501 (1932). 

165 RESTATEMENT, Property § 558 (1944). 

166 See Drexel State Bank v. O’Donnell, 344 Ill. 173, 176 N.E. 348 (1931); Cuneo 
v. Chicago Title and Trust Co., 337 Ill. 589, 169 N.E. 760 (1929), where the remedy is 
not questioned but the facts did not warrant the relief sought. See annot., 88 A.L.R. 
405 (1934). 

167 Annot., 119 A.L.R. 1117 (1939). 

168 Boyd v. Park Realty Corp. 137 Md. 36, 111 Atl. 129 (1920). But see Magnolia 
Petroleum Co. v. Drauver, 183 Okla. 579, 83 P.2d 840 (1938). 
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Extinguishment by Act of Public Authority 


Tax sale. There is a split in the authorities as to the effect of a tax sale 
upon a restrictive covenant or a negative easement. The majority rule is that 
a tax sale does not operate to extinguish the restrictions.’ The language 
of the particular statute is controlling. While no Illinois case directly in 
point has been found, it would seem, from the language in Clark v. 
Zaleski,1™ that in Illinois, restrictions are eliminated by a tax foreclosure 
sale. The court there stated: “By the statute taxes on real estate are ex- 
pressly made ‘a prior and first lien on all such real property, superior to 
all other liens and encumbrances,’ and when such lien is foreclosed and a 
sale is had thereunder . . . such proceeding constitutes a new and indepen- 
dent title, free and clear from all previous titles and claims, of every kind 
and character.” 17 

It has been held specifically that where there was a general plan for 
residential use the restrictive covenants contained in the deeds to the lots 
were not terminated by the foreclosure of special assessment liens.!7? 

Condemnation. The rule seems to be that condemnation results in the 
extinguishment of restrictive covenants where the taking permits a use 
inconsistent with the continuance of the covenant.1"8 The courts are divided 
on the question of compensation for depriving an owner of the benefit of 
a restrictive covenant.1™* On principle, however, compensation should be 
payable, for a restriction is a form of easement which is a property right. 
Compensation is not limited to tangible property but includes the right of 
use and enjoyment.?% 


Statutory Extinguishment 


The methods noted above which are available to an owner to remove 
restrictions are not always practical. Consequently, legislatures have come 
to the aid of the burdened landowner.17* These statutes fall into four 
general types: (1) the “substantial benefit” type which provides that if 


169 Annot., 40 A.L.R. 1523 (1926); 110 A.L.R. 612 (1937); 168 A.L.R. 529, 536 
(1947); 122 A.L.R. 1285 (1939). ResTATEMENT, Property § 567 (1944). 

170 253 Ill. 63, 97 N.E. 272 (1911). 

171 Jd, at 83, 97 N.E. at 279. 

172 Gorman v. Boehning, 55 N.M. 306, 232 P.2d 701 (1951). Annot., 26 A.L.R.2d 
868 (1952). 

173 RESTATEMENT, Property § 565 (1944). 

174 Comment, 53 Micn. L. Rev. 451, 452 (1955). 

15 City of Belleville v. St. Clair County Turnpike Co., 234 Ill. 428, 84 N.E. 1049 
(1908). 18 Am. Jur., Eminent Domain § 157 (1938). Also see Inu. Rev. Srat. c. 30, 
§ 157(c) (1953), regarding transfers of real estate between municipal corporations which 
provides method of ascertaining compensation payable to owners damaged by termina- 
tion of restrictions. 

176 Note, 4 Syracuse L. Rev. 123 (1952). 
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the restriction becomes of no substantial benefit to the person for whose 
benefit it is created, it is void; (2) the fixed period of duration type, where 
the restriction terminates by statute at the end of a certain period of time; 
(3) marketable title type, requiring recording or re-recording of restrictions 
within certain times in order to keep them effective; and (4) inalienability 
type, which simply prohibits the alienation of the benefit.!"7 

The pertinent Illinois statute was enacted in 1947.!78 This act deals 
with rights of re-entry and possibilities of reverter and is a combination of 
the second and fourth types set forth above. It restricts the duration of 
such rights to fifty years and also prohibits their alienation or devise. 
Although it can hardly be said to be the solution to the problem in Illinois, 
it is a step in the right direction. Perhaps a future legislature will enact a 
feasible law which will provide for the elimination of stale restrictions 
generally. 


177 See Simes, Elimination of Stale Restrictions on the Use of Land, AMERICAN 
Bar AssociATION SECTION OF REAL Property, PROBATE AND Trust Law (1954), for excel- 
lent discussion of the problem. 


178 Trt, Rev. Stat. c. 30, §§ 37b-37h (1953). 
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Notes 


THE DOCTRINE OF EQUITABLE 
CONVERSION IN ILLINOIS 


INTRODUCTION 


The doctrine of equitable conversion is a concept dating back as far 
as the fourteenth century,! but even today there is a great deal of confusion 
concerning its application and effect in different situations. Basically, equi- 
table conversion is that change in the nature of property which for certain 
purposes causes realty to be treated as personalty and personalty to be 
treated as realty.? It is based on the equitable maxim that “equity regards 
as done that which ought to be done,” and therefore, it is closely related 
to the remedy of specific performance which has its foundation in the 
same principle.* Being solely a creature of equity, the doctrine has no 
proper application in a court of law.* 

While it is true that the doctrine of equitable conversion has been used 
to solve many different types of problems, it is primarily important because 
of its effect on the devolution of property. The purpose of this article is 
to point out the effect of the doctrine on the devolution of property in 
Illinois. 


CONTRACTS FOR THE SALE OF LAND 


On the law side of the court a binding contract for the sale of land 
has no effect on legal title. The contract merely gives the respective parties 
a right to sue for damages if the other party refuses to perform. Legal title 
does not pass until a deed in proper form has been delivered by the vendor 
and accepted by the vendee.® Thus, at law, the purchaser under an executory 
contract for the sale of land has only a contract right against the vendor 
which is personalty, and the vendor holds legal title to the land which is 
realty. 

Equity, in determing the nature of the interests of the parties to a land 
contract, “regards as done that which ought to be done.” ® Consequently, 
in the contemplation of the equity courts the contract is viewed as though 


1 Watsn, A TREATISE ON Equity 23 (1930). 


2Lockner v. VanBebber, 364 Ill. 636, 5 N.E.2d 460 (1936); Young v. Sinsabaugh, 
342 Ill. 82, 173 N.E. 784 (1930). 


3 Rodisch v. Moore, 266 Ill. 106, 107 N.E. 108 (1914); Haward v. Peavey, 128 Ill. 
430, 21 N.E. 503 (1889). 


* Bouslough v. Bouslough, 306 Ill. 24, 137 N.E. 517 (1922); Connell v. Crosby, 210 
Ill. 380, 71 N.E. 350 (1904). 


5 Staufenbiel v. Staufenbiel, 388 Ill. 511, 58 N.E.2d 569 (1944); Seibert v. Seibert, 
379 Ill. 470, 41 N.E.2d 544 (1942). 


6 See note 3 supra. 
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it has been executed. An executed contract would put title to the land in 
the purchaser and title to the purchase money in the vendor. Thus, in 
equity, the purchaser is deemed to be the owner of realty, and the vendor 
is deemed to be entitled to personalty; and these interests are transmissible 
and descendible just as though this change had actually taken place.? The 
fiction which causes this drastic change in the interests of the parties to a 
land contract is referred to as “equitable conversion.” 

Before a conversion will take place, the contract must be one that is 
binding and capable of forming the basis of a suit for specific performance.® 
Therefore, if the contract is unenforceable, no equitable title will pass to 
the purchaser, and the interests of the respective parties will not be affected 
by the contract.® 

Some early decisions in Illinois held that no equitable conversion could 
take place unless the purchaser had performed all acts necessary to entitle 
him to a deed.!° Most of these cases can be distinguished by their facts, but, 
nevertheless, they have led to a great deal of confusion. For example, most 
of the cases mentioning this requirement have cited Chappell v. McKnight." 
where the court said: 


‘ 


‘,... A mere contract or covenant to convey at a future time, on the 
purchaser performing certain acts, does not create an equitable title. 
It is but an agreement that may ripen into an equitable title. When 
the purchaser performs all acts necessary to entitle him to a deed, then, 
and not till then, he has an equitable title, and may compel a convey- 
ance.” 


That case was an action in ejectment, and, as pointed out previously 
equitable conversion has no proper application at law. Also, the point in 
issue was whether a purchaser under an executory contract for the sale of 
land has a right to possession prior to law day. Even if such a purchaser did 
have equitable title, he would not necessarily be entitled to possession prior 
to law day; therefore, this statement in the McKnight case, not being neces- 
sary to the decision of the case, was mere dicta. Even so, it has been cited 
with approval in several later cases and has never been expressly overruled. 

Although the McKnight case has never been expressly denounced, it 
has been disregarded in the more recent opinions of the Illinois courts and 


™Ward v. Williams, 282 Ill. 632, 118 N.E. 1021 (1918); Rhodes v. Meredith, 260 
Ill. 138, 102 N.E. 1063 (1913); Lewis v. Shearer, 189 Ill. 184, 59 N.E. 580 (1901). 

8 Masters v. Masters, 325 Ill. 429, 156 N.E. 481 (1927); Sutherland v. Parkins, 75 
Ill. 338 (1874). 

®Shives v. Johnson, 18 Ky. L. Rep. 853, 38 S.W. 694 (1897) (held that no 
equitable conversion took place because the contract was unenforceable under the 
Statute of Frauds). See also Estate of Fulmer, 203 Cal. 693, 265 Pac. 920 (1928); 
Denton v. Sanford, 103 N.Y. 607, 9 N.E. 490 (1886). 

10 Chappell v. McKnight, 108 Ill. 570 (1884): Gall v. Stoll, 259 Ill. 174, 102 N.E. 
225 (1913). 
11108 Ill. 570, 575 (1884). 
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apparently is no longer followed in this state. The vast majority of cases in 
Illinois have consistently held that equitable conversion takes place the 
moment a valid and enforceable contract is entered into.!2 Therefore, the 
prevailing view in Illiois is that it is not necessary for the purchaser to have 
completed performance in order for equitable title to pass to him. The only 
prerequisite is that there be a binding and enforceable contract, and when 
such a contract comes into existence equitable title will pass. 

The significance of this change in the nature of the interests of the 
parties to a land contract is emphasized when one of the parties dies before 
the contract can be performed. Under the Probate Act it is possible for 
certain persons to be entitled to the decedent’s personalty while entirely 
different persons are entitled to his realty.'* Therefore, it becomes necessary 
to classify the decedent’s interest under the contract as either realty or per- 
sonalty in order to determine who is entitled to take under the laws of 
descent. 

First, let us assume that the vendor dies before the contract can be 
executed. Under the doctrine of equitable conversion he is deemed to hold 
naked legal title in trust for the purchaser, coupled with a right to receive 
the purchase money under the contract.'* Therefore, the right to sue on the 
contract will descend to his personal representative to be distributed as per- 
sonalty while the legal title will devolve upon his heirs at law to be held in 
trust for the benefit of the purchaser.'> In other words, no beneficial inter- 
est passes to the heirs.!® Instead, they hold title as security for the money 
due the personal representative who may force them to convey to the 
vendee by joining them in an action for specific performance.!* Such an 
action may be enforced despite any attempt by the vendor’s heir and the 
purchaser to rescind the contract, for the heir has no interest in the contract 
and is powerless to enter into any agreement to rescind it.1® 

If after the death of the vendor it is the purchaser who seeks specific 
performance, his suit will be brought primarily against the vendor’s heirs; 


12 Smith v. Smith, 340 Ill. 34, 172 N.E. 32 (1930); Knights v. Knights, 300 Ill. 618, 
133 N.E. 377 (1921); Ward v. Williams, 282 Ill. 632, 118 N.E. 1021 (1918); Rhodes 
v. Meredith, 260 Ill. 138, 102 N.E. 1063 (1913); Lewis v. Shearer, 189 Ill. 184, 59 N.E. 
580 (1901); Fuller v. Bradley, 160 Ill. 51 (1895); Baldwin v. Pool, 74 Ill. 97 (1874); 
Buck v. Eaman, 18 Ill. 529 (1857). 

13Tpt. Rev. Stat. c. 3 § 162 (1953). 

14See note 12 supra. 

15 Ward v. Williams, 282 Ill. 632, 118 N.E. 1021 (1918); Rhodes v. Meredith, 260 
Ill. 138, 102 N.E. 1063 (1913). 

16 Ward v. Williams, 282 Ill. 632, 118 N.E. 1021 (1918), held that the heirs of 
the vendor were not entitled to maintain a suit for partition, because they were mere 
trustees holding naked legal title for the benefit of the vendee. 

17 Butman v. Butman, 213 Ill. 104, 72 N.E. 821 (1904); Hulshizer v. Lamoreux, 58 
Ill. 72 (1871); Burger v. Potter, 32 Ill. 66 (1863). 

18 Tbid. 
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but the personal representative should also be joined because the money is to 
be paid to him, and only he can give a proper receipt to the purchaser.1® 

It is well settled in Illinois that if a testator, in his lifetime, disposes of 
property specifically devised by him, this will operate as an ademption of 
the devise to the extent of the lands conveyed.” Therefore, since equity 
regards a contract for the sale of land as a conveyance of title to the vendee, 
it would appear that an ademption of a devise would take place upon a 
contract for the sale of land being made.?!_ The devisee in such an event 
would be in the same position as the heir at law where the vendor died in- 
testate, and the executor would be entitled to all of the vendor’s rights 
under the contract. 

On the other hand if the situation is reversed so that the testator enters 
into the contract first and subsequently makes a will devising the land, no 
ademption will take place.?? Equitable conversion will occur the moment 
the contract is signed, the equitable title will be vested in the purchaser. 
However, this fiction will not effect an ademption, because the testator, 
having made the devise after the contract had been entered into, is deemed 
to have intended for the devisee to receive whatever rights he (the testator) 
might have had under the contract at the time of his death. This certainly 
would seem to be a proper construction of the testator’s intent, for other- 
wise there would have been no point in his making a devise of lands which 
in equity belonged to someone else. 

What is the situation when the purchaser dies before the contract has 
been performed? Under the doctrine of equitable conversion the purchaser 
is the equitable owner of the land, and therefore, his rights under the con- 
tract will descend to the party entitled to receive the realty subject, how- 
ever, to the lien of the vendor for the payment of the purchase price.?% 
The proper remedy of the heir is to bring a bill against the vendor asking 
for a conveyance, and joining the purchaser’s personal representative in the 
suit so as to compel him to pay for the land out of the personal assets of 
the decedent’s estate. 

It is quite clear in Illinois that the personal assets of the estate of a 
decedent are subject to the payment of his debts before recourse may be 
had to his real estate.24 This rule is applied to all debts of the decedent in- 


19 Potter v. Ellice, 48 N.Y. 321 (1872). 

20 Brady v. Paine, 391 Ill. 596, 63 N.E.2d 721 (1945). 

21See Kent C. in Walton v. Walton, 7 Johns. Ch. 256, 267 (N.Y. 1823): “...a 
valid contract, for the sale of lands devised, is as much a revocation of the will in equity 
as a legal conveyance of them would be at law.” 

22 First Trust and Savings Bank v. Olson, 353 Ill. 206, 187 N.E. 282 (1933); Covey 
v. Dinsmoor, 226 Ill. 438, 80 N.E. 998 (1907); Heirs of Wright v. Minshall, 72 Ill. 584 
(1874). 

23 Sutherland v. Harrison, 86 Ill. 363 (1877); Buck v. Eaman, 18 Ill. 529 (1857). 

24 Durflinger v. Arnold, 329 Ill. 93, 160 N.E. 172 (1928); Hoffman v. Wilding, 85 
Ill. 453 (1877). 
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cluding an amount due as purchase money under a contract to buy land.”® 
Therefore, the personal estate of the vendee, if sufficient, must be used to 
pay the balance due under a land contract, and if the administrator or 
executor refuses to so apply the personalty the heirs at law may enforce this 
right of exoneration by bringing a bill in equity.2* If the personal estate 
is not large enough to meet this obligation, the heir entitled to the land may 
make a tender of the balance due, and thereby protect his right to specific 
performance.?? 

Should the vendor choose to enforce the contract, he must bring his 
action against the estate of the deceased vendee, because it is the estate and 
not the heir of the vendee that is liable for the purchase money.”* How- 
ever, if the heirs of the purchaser have gone into possession and the estate 
is in default, then the vendor must join the heirs in the action in order to 
foreclose his lien against the land.”® 

Prior to the delivery of a deed, the purchaser holds equitable title only. 
Therefore, if the contract were unrecorded the vendor, although he would 
be breaching his contract, would have it within his power to cut off the 
purchaser’s interest in the land by conveying it to a bona fide purchaser for 
value without notice. If this breach should occur prior to the purchaser’s 
death, his right under the contract would be only a cause of action which 
is personalty and would pass to his personal representative. However, if 
the vendor should breach the contract after the vendee’s death, the right to 
the land would have already descended to the heirs at law, and therefore 
the heirs at law and not the personal representative would be entitled to 
bring suit.*° 

In the past there has been some question as to whether equitable con- 
version could be applied to sever a joint tenancy where joint tenants had 
contracted to sell the land. The first case which considered the question in 
Illinois held that a contract for the sale of land entered into by the joint 
tenants did not sever the tenancy, and, therefore, when one of the joint 
tenants died before the contract was executed the other tenant was entitled 
to the proceeds of the sale by virtue of his right of survivorship.*! This 
case arose in the Probate Court of Cook County which has no equity juris- 
diction, hence, the result reached is not particularly surprising. Some later 
decisions in Illinois have reached the opposite conclusion, holding that a 
contract for the sale of land transferred equitable title to the purchaser and 


25 Sutherland v. Harrison, 86 Ill. 363 (1877). 

26 Ibid. 

27 Buck v. Eaman, 18 Ill. 529 (1857). 

28 Waschow v. Waschow, 155 Ill. App. 167 (3d Dist. 1910). 
29 Ibid. 

80 Buck v. Eaman, 18 Ill. 529 (1857). 

31 Im re Estate of Jogminas, 246 Ill. App. 518 (1st Dist. 1927). 
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thus ended the joint tenancy.? Under these later cases the surviving joint 
tenant was deemed to hold legal title to the land in trust for the purchaser 
while the right to receive the deceased tenant’s share of the proceeds des- 
cended to his personal representative. 

The matter would now seem to be settled in Illinois by the recent case 
of Watson v. Watson*® in which the Supreme Court held that a joint 
tenancy is not severed by the execution of a contract of sale. The court 
said: 


“.... The administrator has cited to us no case sustaining his theory that 
he should share in these proceeds. The only possible theory is that the doc- 
trine of equitable conversion would be applicable to the contract and that 
the payments received thereunder would be treated in the administration of 
the estate as personalty. 

“The facts here indicate that joint tenants entered into a contract to sell 
property conditioned upon certain payments to be made by the buyer. The 
doctrine of equitable conversion would have no application on these facts 
to divest the surviving joint tenant of her rights, as survivor, to the pro- 
ceeds to be paid under the contract.” *4 

So far in this discussion we have been dealing with contracts for the 
sale of land in which no mention was made of the effect the contract should 
have upon the devolution of the interests of the respective parties thereto. 
Most individuals do not consider these problems when they enter into a 
contract, because they expect to live long enough to complete it. However, 
it should be pointed out that those who have considered the possibility of 
not living to complete the contract and who would rather have their in- 
terests pass without the application of the doctrine of equitable conversion 
may so provide in the contract itself.*5 


OPTION CONTRACTS 


As pointed out earlier, equitable conversion is dependent upon the ex- 
istence of a binding contract capable of being specifically enforced.** There- 
fore, it is clear that where an owner of realty gives an option to buy to a 
prospective purchaser no conversion can take place until the option is ex- 
ercised. This is true because an option is merely a continuing offer to sell, 


532 Klouda v. Pechousek, 414 Ill. 75, 110 N.E.2d 258 (1953); Naiburg v. Hendriksen, 
370 Ill. 502, 19 N.E.2d 348 (1939). In both of these cases a deed had been given to the 
purchaser prior to the death of the joint tenant, but since the land was registered under 
the Torrens System the deed, not having been registered at that time, was treated as a 
contract for the sale of land. See Int. Rev. Stat. c. 30, § 98 (1953). 

335 Tl]. 2d 526, 126 N.E.2d 220 (1955). For a discussion of this problem, see 
Mamer, Signing Contract Does Not Sever Joint Tenancy, 43 Iu. B.J. 928 (1955). 
34 Watson v. Watson, 5 Ill. 2d 526, 533, 126 N.E.2d 220, 224 (1955). 
85 Mackey v. Sherman, 263 Ill, App. 109 (1st Dist, 1931). 
86 See note 8 supra, 
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and it does not obligate either party to do anything until the offer has been 
accepted. However, if the option is exercised during the life of the parties, 
a binding contract will be created, and therefore equitable conversion will 
cause the interests of the parties to descend in the manner described in the 
section on land contracts. 

The real difficulty in applying the doctrine of equitable conversion to 
option contracts arises when the option is not exercised until after the death 
of one of the parties. One line of decisions has followed the English case of 
Lawes v. Bennett,3* which held that equitable conversion does apply when 
the option is exercised after the death of the vendor, and that it relates back 
to the death of the decedent so as to effect the devolution of his property. 
In other words, under that view if V gave P an option for one year and died 
before P exercised his option, the property would descend to V’s heirs. 
However, if P should decide to exercise his right within the time allowed, 
then equitable conversion would relate back to the death of the testator and 
divest V’s heirs of the property in favor of his personal representative. 

The majority of the American cases have refused to follow the rule 
expressed in Lawes v. Bennett. They have held that although conversion 
takes place at the time the option is exercised, it does so only to put equi- 
table title in the purchaser; and it does not relate back so as to divest the 
optionor’s heirs of the title which they inherited at his death.°* This would 
appear to be the better view and is apparently the rule followed in Illinois.*® 


DOWER 


At common law a spouse had no dower in equitable interests acquired 
under an executory contract of purchase, because seisin of the land was es- 
sential to the right of dower.“ However, the present dower statute in IIli- 
nois has eliminated this requirement of seisin and has specifically provided 
for dower in equitable estates.4! The pertinent portion of the statute reads 
as follows, 


“Real estate contracted for by the deceased spouse in his lifetime, the 


371 Cox, Ch. Cas. 167, 29 Eng. Rep. 1111 (1785). 

38 Eddington v. Turner, 27 Del. Ch. 411, 38 A.2d 738 (1944); Inghram v. Chandler, 
179 Iowa 304, 161 N.W. 434 (1917); Rockland-Rockport Lime Co. v. Leary, 203 N.Y. 
469, 97 N.E. 43 (1911); Smith v. Loewenstein, 50 Ohio St. 346, 34 N.E. 159 (1893); 
Estate of Bisbee, 177 Wis. 77, 187 N.W. 653 (1922). 

39 Sutherland v. Parkins, 75 Ill. 338 (1874); Adams v. Peabody Coal Co., 230 Ill. 
469, 82 N.E. 645 (1907). The latter case is not directly in point, because there the 
optionor made his will after he had given the option. As was pointed out in the section 
on land contracts, the devise would not have been adeemed even if a binding contract 
had been entered into prior to the vendor’s death, for to so hold would be to defeat 
the obvious intent of the testator. See note 22 supra. 

40 Bowen v. Collins, 15 Ga. 100 (1854); Beebe v. Lyle, 73 Mich. 114, 40 N.W. 
944 (1888); Worsham v. Callison, 49 Mo. 206 (1872). 


41Tii. Rev. Strat. c. 3, § 170 (1953). 
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title to which may be completed after his death, and equitable estates 
are subject to the right to elect to take dower.” 


In view of the specific wording of this statute, it is difficult to imagine 
how a court could hold that the spouse of a purchaser under a contract for 
the sale of real estate was not entitled to dower upon the purchaser’s death. 
However, this is essentially what the Illinois courts have done. Case after 
case *? has reiterated the statement made in Walters v. Walters,*® where 
the court said, 


“. ... Where there is a contract to purchase, and the purchaser has not 
paid the entire purchase money in his lifetime, and, so, has not become 
invested with an equitable fee, no right to dower attaches at his death.” 


It is quite obvious that this statement was based on the mistaken belief that 
equitable title does not pass until the purchaser has done everything required 
of him by the terms of the contract. It is a throwback to the doctrine ex- 
pressed in Chappell v. McKnight which, as previously mentioned, has sub- 
sequently been disregarded. Today, it is well settled in Illinois that equitable 
title passes to the purchaser as soon as a binding contract is made, and it is 
immaterial that part of the purchase money remains unpaid at the time of 
the purchaser’s death.** Since the reason for denying dower in these cases 
has ceased to exist, it is quite possible that the courts might reach a different 
result and permit the purchaser’s spouse to elect to take dower if a case 
should arise today. To do so would necessitate overruling a long line of de- 
cisions, but as illustrated by three very recent cases the Illinois Supreme 
Court is apparently willing to overrule previous authority when the exi- 
gencies of the situation warrant such action.‘ 

While Walters v. Walters still must be said to represent the prevailing 
rule in Illinois, there have been a few decisions which would indicate that 
the purchaser’s spouse may have dower, even though the purchase money 
has not been completely paid at the time of the purchaser’s death. For ex- 
ample, in Greenbaum v. Austrian,*® it was held that if the administrator 
completed the payment of the purchase money then the widow’s dower 
would attach. The court also intimated that where the personal estate was 
insufficient and the purchaser’s heirs undertook to complete the payments, 
the surviving spouse could perfect her right of dower by contributing her 
relative portion of the purchase money. Thus, even though the surviving 
spouse is not entitled to dower as a matter of right unless the purchase 


#2 F.g., Tink v. Walker, 148 Ill. 234, 35 N.E. 765 (1893); Stow v. Steel, 45 Il. 
328 (1867); Owen v. Robbins, 19 Ill. 545 (1858). 

43 132 Ill. 467, 481, 23 N.E. 1120, 1121-1122 (1890). 

44See note 12 supra. 


5 Wolfson v. Avery, 6 Ill. 2d 78, 126 N.E.2d 701 (1955); Dietman v. Hunter, 5 
Ill. 2d 486, 126 N.E.2d 22 (1955); People v. Firek, 5 Ill. 2d 317, 125 N.E.2d 637 (1955). 


46 70 Ill. 591 (1873). See also Stow v. Steel, 45 Ill. 328 (1867). 
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money has been paid prior to the purchaser’s death, she will be entitled 
dower if the contract is enforced by the heirs. 


EQUITABLE CONVERSION BY WILL 


The doctrine of equitable conversion is not confined to contracts for 
the sale of land. It also may arise by the terms of a will. Whenever it is 
apparent from the words of the will that the testator meant for his real 
estate to be converted into money and the money distributed to the de- 
visees, then equitable conversion will take place and the devise will be con- 
sidered as a devise of money rather than a devise of land.47 Thus, the de- 
visees, even though legal title to the property may vest in them, will be 
treated as mere trustees for the purposes expressed in the will.*® 

Just as no conversion will take place by contract unless the agreement 
is binding, no conversion will take place by will unless there is a mandatory 
direction therein that the property should be converted.*® Thus, if the act 
of converting is left to the choice, option, or discretion of the trustee or 
executor, no equitable conversion will take place, because no duty to make 
the change exists.5° However, the direction to sell may be implied from the 
terms of the will, for an imperative direction in express language is not 
necessary.®! And a direction to convert the realty into personalty or the 
personalty into realty will be treated as a mandatory direction to sell, even 
though the executor or trustee has been given a discretion as to the time and 
manner of the sale.°? 

When a conversion is directed in a will it is deemed to have taken place 
at the death of the testator even though the property may remain in its 
original form for sometime thereafter.5* Therefore, the devisees of real 


47 Metsker v. Metsker, 320 Ill. 547, 151 N.E. 539 (1926); Burke v. Burke, 259 Ill. 
262, 102 N.E. 293 (1913); Brown v. Miner, 261 Ill. 543, 104 N.E. 150 (1914); Lash v. 
Lash, 209 Ill. 595, 70 N.E. 1049 (1904). 

48 Wattjes v. Faeth, 379 Ill. 290, 40 N.E.2d 521 (1942); Knight v. Gregory, 333 
Ill. 643, 165 N.E. 208 (1929); McCormick v. McCormick, 292 Ill. 301, 127 N.E. 78 
(1920); English v. Cooper, 183 Ill. 203, 55 N.E. 687 (1899); Rauschkolb v. Ruediger, 
325 Ill. App. 342, 60 N.E.2d 250 (4th Dist. 1945). 

49 Rubin v. Bartel, 371 Ill. 117, 20 N.E.2d 80 (1939); Young v. Sinsabaugh, 342 
Ill. 82, 173 N.E. 784 (1930); Vierieg v. Krehmke, 293 Ill. 265, 127 N.E. 735 (1920); 
Brown v. Miner, 261 Ill. 543, 104 N.E. 150 (1914). 

50 Lockner v. VanBebber, 364 Ill. 635, 5 N.E.2d 460 (1936); Young v. Sinsabaugh, 
342 Ill. 82, 173 N.E. 784 (1930). 

51 Wattjes v. Faeth, 379 Ill. 290, 40 N.E.2d 521 (1942); Haward v. Peavey, 128 Ill. 
430, 21 N.E. 503 (1889). 

52 Goben v. Johnson, 335 Ill. 395, 167 N.E. 94 (1929); Teater v. Salander, 305 Ill. 
17, 136 N.E. 873 (1922); Grove v. Willard, 280 Ill. 247, 117 N.E. 489 (1917). 

58 Buckner v. Carr, 302 Ill. 378, 134 N.E. 760 (1922); McCormick v. McCormick, 
292 Ill. 301, 127 N.E. 78 (1920); Grove v. Willard, 280 Ill. 247, 117 N.E. 489 (1917); 
Lash v. Lash, 209 Ill. 595, 70 N.E. 1049 (1904). But see Lockner v. VanBebber, 364 
Ill. 636, 5 N.E.2d 460 (1936). 
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estate, which has been directed to be sold, are never vested with a beneficial 
interest in the property and cannot maintain a suit for partition.54 Also 
their interest in the realty cannot be levied on by their creditors.®* 

Should one of the beneficiaries under the will die before the testator, the 
conversion will not be defeated, and the proceeds of the sale of the realty 
will descend as a lapsed legacy rather than as a lapsed devise.5*® However, 
the doctrine of equitable conversion is only invoked to effectuate the inten- 
tion of the testator, and ordinarily when his purpose fails or does not take 
effect in fact or in law, the property is considered as remaining in its 
original form.5* 

It should be noted that the beneficiaries under the will may, if they 
choose, take the land instead of the proceeds from its sale, and thus effect 
a reconversion of the property.5®> However, before such an election can be 
made, all of the devises must be sui juris and must consent to the reconver- 
sion.®® 


STATUTORY NULLIFICATION OF THE RIGHT OF 
EXONERATION 


One of the aspects of the law of equitable conversion which has at- 
tracted legislative attention is the rule making it possible for an heir or de- 
visee to demand that the purchase price contracted to be paid by his an- 
cestor be paid out of the personal estate. Substantially the same situation is 
presented in the case of mortgaged land where the mortgagor dies without 
having paid off the mortgage. In each of these instances, while the equitable 
interest in the land passes to the heir or devisee, liability to exonerate the 
land from the encumbrance thereon has been held to fall upon the executor 
or administrator. Consequently, the heir or devisee is enriched at the expense 
of the residuary legatees or next of kin. 

In most instances it is unlikely that the decedent gave any thought to 
this problem prior to his death. However, had he taken it into consideration 
it is unlikely that he would have intended for the heirs to gain at the expense 
of the takers of his personalty. Therefore, in order to provide against this 
contingency, several jurisdictions have enacted statutes which declare that 
the heir or devisee shall not be entitled to exoneration unless the testator 
so provides by his will. Most of these statutes have been confined to reliev- 


54 Knight v. Gregory, 333 Ill. 643, 165 N.E. 208 (1929); Buckner v. Carr, 302 Ill. 
378, 134 N.E. 760 (1922). 

55 Young v. Sinsabaugh, 342 Ill. 82, 173 N.E. 784 (1930). 

56 Lash v. Lash, 209 Ill. 595, 70 N.E. 1049 (1904); English v. Cooper, 183 Ill. 203, 
55 N.E. 687 (1899). But see Johnson v. Pendarvis, 248 Ill. App. 406 (2d Dist. 1927). 

57 Yedor v. Chicago City Bank and Trust Co., 376 Ill. 121, 33 N.E.2d 220 (1941). 

58 Bouslough v. Bouslough, 306 Ill. 24, 137 N.E. 517 (1922); Dunham v. Slaughter, 
268 Ill. 625, 109 N.E. 673 (1915); Lash v. Lash, 209 Ill. 595, 70 N.E. 1049 (1904). 
59 Ibid. 
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ing the personal estate from the burden of satisfying mortgage liens and 
have not specifically dealt with the problem posed by the vendor’s lien.® 
However, the principle would seem to be the same in either case, and at least 
one state has recognized that fact.*4 

Illinois has no statute concerning the right of the purchaser’s or 
mortgagor’s heirs to exoneration, and as pointed out in the section on land 
contract, the personal estate must be used to satisfy all debts of the decedent 
including vendor’s and mortgage liens. To improve its law of descent the 
State of Illinois should consider legislative action relieving the personal estate 
of the decedent from this burden, except where it is expressly imposed by 
the testator. 

Joun W. MetzcEr 


60 La, Civ. Cope arts. 1440-1443 (Dart. 1945); Mass. Gen. Laws c. 191, § 23 (1932); 
Mo. Rev. Stat. ANN. § 523 (1942); N.J. Rev. Srat. § 3A:26-1 (1951); Ore. Comp. Laws 
ANN. §§ 19-901, 19-902 (1940). 

61 N.Y. Reat Prop. Law § 250. “Where real property, subject to a mortgage 
executed by any ancestor or testator, or subject to any other charge, including a lien 
for unpaid purchase money, descends to a distributee or passes to a devisee, such 
distributee or devisee must satisfy and discharge the mortgage or other charge out of 
his own property, without resorting to the executor or administrator of his ancestor 
or testator, unless there be in the will of such testator a direction, expressly or by 
necessary implication, that such mortgage or other charge be otherwise paid.” 








Comments 


ARE THE INTERESTS OF VENDOR AND PURCHASER 
AMENABLE TO CREDITORS IN ILLINOIS? 


When two parties enter into a contract for the sale of real estate, the 
legal relationship of vendor-purchaser is thereby created. This relationship 
has given rise to many perplexing problems, one of the most vexatious of 
which is the question of whether the respective interests of the parties 
are amenable to creditors. 

With respect to the interest of the purchaser there exists an irrecon- 
cilable conflict of American authority.1 The problem has by no means been 
satisfactorily laid to rest in Illinois. The Illinois Supreme Court was first 
confronted with this controversial issue in the early case of Hatch v. 
Wagner.2 This was a case in which the purchaser at a sheriff’s sale was 
attempting to recover land from one who had previously acquired the 
vendee’s interest under a contract of sale. The court held that in order 
for the plaintiff to succeed, he had to show that at the time of the sheriff’s 
sale the debtor-vendee had an equitable title which was capable of support- 
ing an action of specific performance against the vendor. This, in effect, 
is to say that the lien of a judgment will not attach to the purchaser’s 
interest until the purchase price is fully paid. In Carbine v. Morris,’ the 
court, although not citing the Hatch case, rendered a similar decision. 

In 1887, eight years after the decision in the Carbine case, the Illinois 
court, without even mentioning the Carbine and Hatch cases, completely 
reversed its previous position. In Gorham v. Farson,* a case in which the 
vendee had paid nothing under the terms of the contract, the court held 
that the creditor’s lien attached the moment the vendee executed the con- 
tract. 

Applying the doctrine of equitable conversion, creditors of the vendee 
should be able to reach the vendee’s interest under the contract, subject, 
of course, to the vendor’s lien thereon.5 However, even without benefit 
of this legal fiction, an examination of the applicable statutes discloses that 
such result was the legislative intent. Under section 1 of the act relating 
to judgments,® a judgment is made a lien on all “real estate” of the judg- 


1See Annot., 1 A.L.R.2d 727 (1948). A relatively large percentage of the cases 
turn upon construction of local legislation dealing with judgment, execution, and 
attachment liens. 

2145 Ill. 127 (1853). 

$92 Ill. 555 (1879). This case involved a bill by the assignee of the vendor’s 
interest under the contract to set aside the deed to the purchaser at a sheriff's sale. 
The court granted the relief sought and removed the cloud on the plaintiff’s title. 

#119 Ill. 425, 10 N.E. 1 (1887). 

5 Simpson, Legislative Changes in the Law of Equitable Conversion by Contract: 
1, 44 Yate L.J. 555, 575 (1935). 

®Itt, Rev. Stat. c. 77, § 1 (1955). 
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ment debtor situated in the county of the judgment. Section 3 of the same 
act? defines real estate to include, “. . . lands, tenements, hereditaments, 
and all legal and equitable rights and interests therein and thereto... .” 
(Emphasis supplied.) The Attachment Act provides for attaching the 
“property” of the debtor.’ It seems clear that once the vendee enters into 
the contract to purchase and pays a portion of the consideration, he has 
acquired an “equitable interest in real estate,” which is “property.” Even 
though no consideration has passed to the vendor, the vendee has acquired 
the “equitable right” to transfer the consideration and receive a conveyance 
of the land. Since the creditor stands in the shoes of the debtor-vendee, 
he is entitled to enforce all of the vendee’s rights. Therefore, regardless 
of whether payments have been made, the interest or right which has 
been acquired should be amenable to a creditor’s judgment or attachment 
lien. 

In the light of the foregoing discussion, it is readily apparent that the 
Hatch and Carbine decisions assume the untenable position. On the other 
hand, it is equally apparent that the Gorham decision takes a position which 
is logically sound. In view of the fact that the Gorham case is the court’s 
most recent pronouncement, and in the light of the existing legislation, 
it would seem safe to predict that the doctrine of this case will be followed 
in Illinois. 

With respect to the interest of the vendor, most courts have adopted 
the view that a creditor’s execution or attachment lien will attach to this 
interest.1° A minority of courts have held otherwise.'! The Illinois authori- 
ties on this point are not altogether consistent. 

In McLaurie v. Barnes,” a judgment creditor of the vendor filed a 
bill to remove the vendee’s interest under a defaulted contract of sale as 
a cloud on the plaintiff’s title. The court held for the creditor on the 
ground that all the vendee had to do was to pay the remainder of the 
unpaid amounts to the plaintiff in order to receive a deed to the land; but 


TId. § 3. 

SIty. Rev. Srat. c. 11, § 1 (1955). 

® Hayes v. Carey, 287 Ill. 274, 122 N.E. 524 (1919). The creditor was not allowed 
to enforce the vendee’s rights, but only because at the time execution was levied the 
contract had been abandoned and forfeited by the vendee. 

Nat'l Bank v. King, 110 Ill. 254 (1884). The purchaser had paid nothing under 
the contract. In a foreclosure suit brought by a mortgagee, the court held that the 
judgment creditor could get title upon paying what the purchaser would have had to 
pay before the purchaser could have become the rightful owner. 

Alexander v. Tams, 13 Ill. 221 (1851). The creditor was permitted to reach the 
purchaser’s interest to the extent of all payments made by the purchaser to the vendor. 

10Reid v. Gorman, 37 S.D. 314, 158 N.W. 780 (1916); May v. Emerson, 52 Ore. 
262, 96 Pac. 454 (1908) (one of the leading American cases). 

11 Jones v. Howard, 142 Mo. 117, 43 S.W. 635 (1897). 


1272 Ill. 73 (1874). 
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having failed to pay or to take any active steps toward asserting his claim 
for six years and nine months, the vendee, due to this unexplained delay, 
was barred by laches. It was pointed out that the plaintiff occupied the 
same relation to the purchaser as the vendor had occupied in the past. 
The court’s decision that the vendee was bound to pay the creditor in 
order to enforce the contract seems to indicate very clearly that this case 
is authority for the proposition that the vendor’s interest may be reached 
by a creditor’s execution lien and sale. 

Under the view expressed in the McLaurie case, the question of notice 
plays an important role in two distinct respects. It has been held that in 
order for the purchaser to be bound by the judgment lien he must have 
actual notice of it, and any payments made to the vendor prior to acquisition 
of such notice must be credited to the purchaser. Docketing of the judg- 
ment is insufficient in such a case.4* The underlying rationale is that it 
would be manifestly unjust to compel the purchaser to search the records 
for liens against the vendor each time he makes a payment.’* Many install- 
ment land contracts require payments to be made at frequent intervals. 
Therefore, in the absence of this rule, an almost continual search of the 
records by the purchaser would be necessitated. Since the rule obviates 
this great inconvenience, it appears to be justified. 

Where a creditor of the vendor obtains a judgment without notice 
of the existence of the contract, his lien is superior to the rights of the 
vendee.!® Notice exists when there is actual knowledge, when the contract 
has been recorded, or when the vendee is in possession of the premises. 
For the purpose of giving notice, possession is equivalent to recording.’® 


13 May v. Emerson, 52 Ore. 262, 96 Pac. 454 (1908); accord, Baldwin v. Thompson, 
15 Iowa 504 (1864); Wehn v. Fall, 55 Neb. 547, 76 N.W. 13 (1898); Filley v. Duncan, 
1 Neb. 134 (1871); Moyer v. Hinman, 13 N.Y. 180 (1855). See Kratovil and Harrison, 
Enforcement of Judgments Against Real Property, 1951 U. Itt. L. Forum 1, 23; 
Simpson, supra note 5, at 578, 580; Note, 17 Corum. L. Rev. 46 (1917); Comment, 20 
Wasn. L. Rev. 159 (1945). 

14 May v. Emerson, supra note 13. This point is discussed in Kratovil and Har- 
rison, supra note 13, and in Note, 17 Cotum. L. Rev. 46 (1917). 

15 Paine v. Mooreland, 15 Ohio 435 (1846). A purchaser at an attachment sale 
without notice of the rights of a party under a defective conveyance was held entitled 
to possession of the land free of such rights. See Kratovil and Harrison, supra note 13, 
at 22; Simpson, supra note 5, at 579; Note, 17 Cotum. L. Rev. 46 (1917). 

16 Chicago Title and Trust Co. v. Darley, 363 Ill. 197, 1 N.E.2d 846 (1936); 
Nelson v. Joshel, 305 Ill. 420, 137 N.E. 389 (1922); Doll v. Walter, 305 Ill. App. 188, 
27 N.E.2d 331 (2d Dist. 1940). 

Bullard v. Turner, 357 Ill. 279, 283, 192 N.E. 223, 225 (1934). The court said: 
“Under the system of recording the evidences of title to real estate in force in this 
State, the actual occupancy of land is equivalent to the record of the instrument under 
which the occupant claims so far as notice to subsequent purchasers and incum- 
brancers is concerned.” 

German-American Nat’] Bank v. Martin, 277 Ill. 629, 115 N.E. 721 (1917). As 
to the question of notice, creditors are on the same footing as are subsequent purchasers. 
Accord, Union Bank v. Gallup, 317 Ill. 184, 148 N.E. 2 (1925). 
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Subsequent to the McLaurie case the appearance of two appellate 
court decisions served to transform order into confusion. The first of these, 
Lynch v. Eifler,7 involved a suit at law by the assignee of the vendor to 
recover from the purchaser the balance due on the contract. The purchaser 
attempted to resist payment on the ground that subsequent to the assign- 
ment a creditor of the vendor had caused the property to be sold at an 
execution sale. The court, in holding this defense to be without force, 
stated that the vendor, merely by reason of the unpaid installments, had 
no interest in the property to which a lien would attach. 

In Reuss v. Nixon,}® the assignee of the vendor brought a bill in equity 
praying that certain judgments be declared void and that the creditors be 
enjoined from enforcing their liens against the land. The court granted 
the relief desired on the ground that from the moment the contract was 
entered into the vendor ceased to have an interest in land which was subject 
to a creditor’s lien. The court reasoned that the liens, having been obtained 
subsequent to the execution of the contract, could not, therefore, attach 
to the unpaid purchase price. The court made no mention of the McLaurie 
case and appears either to have been unaware of its presence or to have 
completely ignored it. 

It would thus appear that the Lynch and Reuss decisions are authority 
for the proposition that the vendor’s interest is not amenable to the lien of 
a creditor. This seems to be in direct conflict with the doctrine of the 
McLaurie case. Under the view expressed in the Lynch and Reuss cases, 
the only means by which the creditor can reach the unpaid amount is by 
garnishment or by bill in equity to have the vendor’s interest in the land 
as security for the purchase price applied to the satisfaction of his judg- 
ment.!® Since the McLaurie decision represents a pronouncement by Illinois’ 
highest court, it would, at least theoretically, be controlling over the Lynch 
and Reuss opinions. 

It has been vigorously argued that it is difficult to see why the vendee’s 
knowledge of a judgment against his vendor should impose upon him the 
necessity of paying otherwise than in accordance with his contract, 
especially since no hardship is cast upon the creditor due to the fact that 
the remedies of garnishment and bill in equity are available to him.?? On 


17191 Ill. App. 344 (1st Dist. 1915) (abstract decision). 

18272 Ill. App. 219 (2d Dist. 1933). 

19 Baldwin v. Thompson, 15 Iowa 504 (1864); Taylor v. Lowenstein, 50 Miss. 278 
(1874); Tally v. Reid, 72 N.C. 336 (1875) (only remedy is bill in equity). See Kratovil 
and Harrison, supra note 13; Simpson, supra note 5, at 579; Note, 17 Corum. L. Rev. 
46 (1917). 

20 Kratovil and Harrison, supra note 13; Simpson, supra note 5, at 579. But cf. 
Stone, The Equitable Rights and Liabilities of Strangers to a Contract, 19 Cotum. L. 
Rev. 177, 180 (1919). It is said that a payment by the vendee who has knowledge of 
an assignee’s interest, although a discharge of the legal obligation, is such a participa- 
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the other hand, it may be argued that no hardship is placed on the vendee 
by compelling him to pay the creditor rather than the vendor.?! Also, 
since garnishment only applies to money due and owing, the vendee, by 
paying the vendor prior to the due date of an installment, may defeat this 
remedy. A bill in equity often proves to be an expensive and time-con- 
suming procedure. Hence, the creditor is not so well-protected as the 
proponents of this argument would lead one to believe. Since the creditor 
does have a valid legal right, what harm can be done by affording him an 
additional remedy with which to enforce it? The applicable legislation 
appears to have already granted this additional remedy.”* 

How the Illinois Supreme Court will dispose of this question if con- 
fronted with it in the future is in doubt. It is considered, however, that 
the court would be well-advised to pursue the doctrine expounded long ago 
in the McLaurie case. 

Arnotp E. LaNpSMAN 


tion by the vendee in the equitable wrong of the vendor as will make the vendee liable 
in tort for interference with the equitable rights of the vendor’s assignee. However, 
the position of a judgment creditor is quite different from that of an assignee. 

217¢ has been pointed out by critics of this argument that the vendee is not 
certain whether he must pay the creditor or the vendor in order to discharge his 
contractual obligation. Therefore, the only way in which he can be perfectly safe 
is to bring both parties before the court and litigate the matter. This, say these 
critics, would place what should be the creditor’s burden upon the shoulders of the 
vendee. Thus, in the Reuss case, the court said: “It is inequitable to force the vendee 
to resort to the circuitous route of a bill in the nature of a bill of interpleader to litigate 
his contract right against the holder of the legal title, of a conveyance to him of the 
said title.” 272 Ill. App. at 226. 


22 See notes 6, 7, and 8 supra. 
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ARTIFICIAL INSEMINATION AND THE PROBLEM 
OF LEGITIMATION AND ADULTERY 


The development of the techniques of artificial insemination by the 
medical profession provides the background for another chapter in the 
historic struggle of the law to adjust itself to new social problems. The com- 
mon law and statutory law in the relevant fields grew up in a period when 
artificial insemination was unknown and unforeseen. Perforce, modern 
courts have had to try to fashion their inherited wisdom to fit new circum- 
stances, and the adjustment has been slow and not altogether satisfactory. 
Logic rather than social welfare has shaped their course. 

There are two types of human artificial insemination being practiced 
today, with differing legal consequences in each case. One is known as 
artificial insemination homologous (AIH), where the semen of the husband 
of the women impregnated is used. The other is called artificial insemina- 
tion donor (AID), in which spermatazoa of a man other than the husband 
are employed.! 

The first type of artificial insemination, ATH, is used where the hus- 
band is fertile, but impotent, and therefore unable to impregnate his wife 
in the usual manner. It is generally said in the literature that no legal 
problems result from the use of this type of artificial insemination,? but 
this statement would not seem to be entirely correct. In L. v. L.,? an 
English case, a child was conceived through the use of AIH. The marriage 
of his parents was annulled on the ground of impotency, never having been 
consumated in the normal manner. Thus, even though the wife had given 
birth to the husband’s child, it was held that ATH was not the equivalent 
of normal sexual consumation, and hence the child was illegitimate. 

Most of the controversy—legal, social, and religious—centers about 
the use of AID to enable normally fertile wives to conceive and bear 
children when their husbands are sterile. When AID is employed, the 
ethical medical practitioner obtains the written consent of the husband 
before he proceeds with the insemination. The physician uses the semen 
of an anonymous donor who has been carefully selected as to health, 
heredity, and bodily features, so that the child produced will resemble 
the husband as much as possible. After conception, the wife is sent to 
another physician for pre-natal care and delivery. The second doctor, 


1Schwartz, Some Legal Aspects of Artificial Insemination, 18 QurENs Bar BULL. 
87 (1955). A second part of this article appears id. at 114. 

2See, e.g., Masters, Artificial Insemination, 70 So. Arr. L.J. 375 (1953); Note, 33 
Minn. L. Rev. 145 (1949); Tucker, Legal Problems of Artificial Insemination, 33 
Women’s L.J. 52 (1947). 

§[1949] 1 All E.R. 141 (1949). 
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being ignorant of the method of conception, in good faith records the 
husband’s name as the father of the child.* Thus, by evading the birth 
registration laws, the child’s origin is concealed and all is in order, at least 
outwardly. Trouble develops, however, when one party seeks a divorce, 
and the custody of the child is placed in issue. Two legal questions then 
arise: first, is the child legitimate; second, has the wife committed adultery. 

Unfortunately, no clear answer can be given to the questions sug- 
gested, for no court of review has ruled on either of them, nor has either 
been the subject of definitive legislation. The only case squarely in point 
is Doornbos v. Doornbos,® in which it was held that the child was illegiti- 
mate and that the wife was guilty of an adulterous act. On the other hand, 
another court said by way of dictum that the child would be legitimate.® 
The Supreme Court of Ontario, Canada, also in dicta in Orford v. Orford," 
said that a woman who conceives through the use of AID would be guilty 
of “a monstrous act” of adultery. In the Orford case, however, it was 
assumed that the husband had not consented to the operation. 

The question of policy inherent in the above cases is seen to be this: 
Should society officially sanction the social practice of AID and remove 
all liabilities, disabilities, and degraded status from the parents and child. 
Whether it is thus officially approved, AID is none the less widely practiced 
today,® and is condoned, if not vigorously praised, by some persons who 
see in it a means of avoiding involuntarily barren marriages other than by 
adoption. The practice is vehemently condemned by some religious groups 
as being contrary to God’s law;® AIH is also condemned by one such 
group for the same reason.!° 

The legalistic view espoused by the Orford case would appear to agree 
with the views of those religious groups which condemn AID. The reason- 
ing of the Orford case is that AID is adulterous and the child born thereby 
illegitimate because the operation introduces into the husband’s family a 


* Caddy, Artificial Human Insemination, 12 Bar. Butt. N.Y. County Law. Ass’N 
191 (1955); Koener, Medicolegal Considerations in Artificial Insemination, 8 La. L. Rev. 
484 (1948). 

5 General Number 54 S 14981, Super. Ct. Cook County, Ill., 1954. This case is 
presently (December, 1955) in the process of appeal to the Illinois Appellate Court, 
First District, at the instance of the Cook County, Illinois, State’s Attorney. 

6 Strnad v. Strnad, 190 Misc. 786, 78 N.Y.S.2d 390 (Sup. Ct. 1948). 

749 Ont. L.R. 15, 58 D.L.R. 251 (1921). 

8In Ploscowe, Your Test Tube Baby May Be Illegitimate, 8 Law. Guttp Rev. 
496 (1948), it is said that a 1941 survey showed that 9,489 women had achieved 
pregnancy through AID. This figure is no doubt greatly increased today. 

® See, e.g., 161 H.L. Des. 404 (1948-1949), quoted in 1 N.Y.L. Forum 111 (1955), 
for the view of the Church of England. For the Roman Catholic view as contained in 
an address by Pope Pius XII, see The Catholic Mind, Apr. 1950, p. 250. 

10 The Catholic Mind, Apr. 1950, p. 250. 
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child who is the bearer of “a false strain of blood.” 1 The surrender of 
the reproductive organs of the wife to the seed of one other than her spouse 
is deemed to be adulterous, analogous to the actual act of intercourse. 
However, might it not be said with equal justification in the light of present 
legal doctrine that there can be no adultery because there has been no act 
of sexual intercourse in the required legal sense of the actual contact of 
the organs of the wife with those of a man other than her husband.!? Also, 
in the usual case of adultery as understood by the law, both temporal and 
spiritual, there is a carnal act outside of marriage for the sake of prohibited 
pleasures of the flesh, tending toward the break-up of the family unit. 
But, in the case of AID, where there has been the consent of the husband, 
there is no carnal act for the sake of the act itself. AID is an impersonal 
clinical operation for the purpose of conceiving a child to further expand 
family units. Again, it would seem extreme to point out the donor of 
the semen as being the male participant in an act of adultery. He has 
never seen the recipient of his semen, nor in fact does he ever know who 
she is. Nor can it be reasonably said that the physician performing the 
operation is the adulterer. Even where the husband has not consented to 
the insemination there would appear to be no adultery for the same 
reasons, though this is not to say that there would be no wrongful conduct 
on the part of both physician and wife in such circumstances. 

The question of the legitimacy of offspring begotten through AID 
is emotionally charged. However, as a matter of law, it can be said that 
legal policy is against bastardizing a child born during wedlock, even 
though conceived by an adulterous connection. That policy takes its 
form as the rebuttable presumption of legitimacy, which is one of the 
strongest presumptions known to the law.!® Generally, except for excep- 
tional cases,1* the wife has no standing to overturn the presumption,® 
although the husband is not under such a disability. Even in a strong case, 
the wife will not be allowed to rebut the presumption where it is not in 
the best interest of the child to allow her to do so.1® One could reasonably 
conclude that it is not in the best interest of an AID child to have the 
stigma of illegitimacy thrust upon him. The stigma of illegitimacy is not 


11 Orford v. Orford, 49 Ont. L.R. 15, 58 D.L.R. 251 (1921); Note, 28 INnp. L.J. 
620 (1953). 

12°That such contact is required, see State v. McCall, 245 Iowa 991, 63 N.W.2d 
874 (1954); State v. Diamond, 50 Nev. 433, 264 Pac. 697 (1928); State v. Warner, 79 
Utah 500, 291 Pac. 307 (1930). 

18Comm’r of Public Welfare v. Roehler, 284 N.Y. 260, 30 N.E.2d 487 (1940); 
Russell v. Russell, [1924] A.C. 687 (1924). 

14 Short v. Short, 265 Ill. App. 133 (3d Dist. 1932). 

15 Vetten v. Wallace, 39 Ill. App. 390 (4th Dist. 1890); Flint v. Pierce, 137 N.Y. 
Supp. 1056 (Sup. Cr. 1912); 5 I.L.P., Basrarps § 5 (1953). 
16 Anonymous v. Anonymous, 143 N.Y.S.2d 221 (Sup. Ct. 1955). 
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so minimal as one court suggests.!7 It appears also that the written consent 
of the husband, which is or should be demanded by the inseminating 
physician, could be held to estop the husband from raising the question of 
illegitimacy or adultery, as analogously, the consent of a husband to his 
wife’s illicit relations bars his action for criminal conversation,!® and con- 
donation of such acts may bar his suit for divorce.!® 

If the AID child is to be held illegitimate at birth, present legal pro- 
cedures to legitimize him seem inadequate. The husband cannot acknowl- 
edge the AID child as his own; such a method is open only to the biological 
father.2° Adoption is not feasible, for the illegitimacy imposed by the 
law might have to be exposed, and while the child achieves a new status, 
it does not relieve him of the stigma of his bastardy.?! In fact, it might 
be said that if a husband adopts his wife’s child, he bastardizes it inferen- 
tially by having to adopt it.?? 

Although attempts at legislation in at least two states have failed,?% 
it is believed that the problems of artificial insemination may best be solved 
by new methods provided by the legislature, rather than by the old 
methods now available to the courts. Such legislation should require the 
written consent of the husband and wife and the donor and his wife, if 
the donor be married. The AID child should be declared to be the legiti- 
mate offspring of the inseminated woman and her husband, with no rela- 
tionship whatever to the donor of the semen. However, although the 
performance of the operation without the consent of the husband should 
be made a criminal offense on the part of the physician, such lack of consent 
should not affect the legitimacy of the child. It should also be made a 
criminal offense on the part of both the doctor and the woman inseminated 
knowingly to perform the insemination upon an unmarried woman. The 


17. v. L., [1949] 1 All E.R. 141 (1949). 

18 Peck, Domestic RELATIONS § 60 (3d ed. 1930). 

191d. § 46. 

20In Note, 58 YALE L.J. 457 (1949), it is stated that the law looks to the biological 
father for all legitimation. Illinois follows this view in methods set out by statute. See 
Itt. Rev. Strat. c. 13, § 163, and c. 17, § 15 (1955); Miller v. Pennington, 218 Ill. 220, 
75 N.E. 919 (1905). 

211 Am. Jur., Adoption of Children § 2 (1936): “A distinction is to be noted 
between the legal effect of adoption and that of a legitimation. By legitimation the 
child is recognized as the natural child of its father, thus acquiring such a legal status 
as will enable it to inherit from its father, and through him the father’s next of kin, 
direct and collateral in the same manner as a legitimate natural child. By adoption, 
however, the child acquires only those rights afforded by the statutes of adoption, 
which, while in many cases purporting to place him in the same status as a natural 
child, are ordinarily construed as enabling him to inherit only from the adopting 
parent, and not from the latter’s next of kin. Accord, Blackford v. Barnhill, 119 Ind. 
App. 257, 84 N.E.2d 64 (1949); Murphy v. Portrum, 95 Tenn. 605, 32 S.W. 633 (1895). 


22. Note, 1950 Wis. L. Rev. 136. 


*8 Legislation has failed of adoption in New York and Virginia. Note, 58 YALE 
L.J. 457 (1949), 
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law should provide standards to be met by donors with regard to health, 
heredity, character, and similarity of bodily features with those of the 
husband. There should also be a provision preserving the anonymity of 
the donor. 

It is thus apparent that present legal doubts about the status of 
artificial insemination have caused much unnecessary injustice. The court’s 
inflexible application of existing law has been particularly harsh in the area 
of status. The unwillingness of legislatures to act has not helped the 
situation. It is to be hoped that through appropriate legislation the law 
will be permitted to grow along with further refinements in artificial 
insemination. 

GeorceE J. VAN EMDEN 
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Recent Decisions 


CONFLICT OF LAWS—Actions Against Foreign Administrators. (Min- 
nesota ) 


An action was commenced in a Minnesota court to impose a construc- 
tive trust upon a decedent’s real estate located in North Dakota, Nebraska, 
and Iowa, and upon such part of his personal property as was located in 
Minnesota. The co-executor of the estate, appointed by an Iowa court but 
a Minnesota resident, was personally served with a summons in the state of 
Minnesota. He moved to dismiss the action on the ground that the court 
had no jurisdiction over him, and the motion was granted. On appeal, 
held: Reversed in part. A Minnesota court can have no jurisdiction over 
real or personal property located outside of Minnesota, but the court may 
properly exercise jurisdiction where the assets are within the jurisdiction 
of the forum and the action is of an equitable nature. McAndrews v. 
Krause, 71 N.W.2d 153 (Minn. 1955). 

In general, a foreign administrator! is not subject to suit in a state 
other than that in which he was appointed.? However, there are exceptions 
to this rule. Some states permit an action to be maintained against him if 
he makes a voluntary appearance,’ and others permit suits through various 
statutory provisions.* A few jurisdictions hold that he is liable to suit in any 
state into which he has improperly taken and dealt with assets of the estate.5 
The instant case represents a further form of this latter exception which is 
gaining increased recognition.® 

The Illinois law in this area is confused. In Decker v. Patton," it was 


1The term “administrator” is used to mean personal representative, whether 
executor or administrator. For purposes of this discussion, no distinction need be made 
between them. See StumMBERG, PrincipLes or ConFiict or Laws 437 (2d ed. 1951). 

2 GoopricH, ConFiict or Laws § 190 (3d ed. 1939); SruMBERG, Op. cit. supra note 
1, at 445. 

3Pirkle v. Cassity, 104 F. Supp. 318 (E.D. Tex. 1952); Downing v. Howard, 68 
F. Supp. 6 (O.C. Del. 1946); Butson v. Arnold, 4 F.R.D. 492 (E.D. Pa. 1945); Leighton 
v. Roper, 300 N.Y. 434, 91 N.E.2d (1950). But see GoopricH, Conriict or Laws 564 
(3d ed. 1939). 

*Fep. R. Civ. P. 25. Ark. Stat. § 1325 (Pope, Supp. 1944); Ia. Cope § 321.498 
(1946); Mp. ANN. Cone art. 56, § 188 (Flack 1939); 8 Micu. Strat. ANN. §§ 9.1701 4790 
(Henderson Supp. 1946); N.Y. VEHICLE AND TraFFic Law c. 71, § 52 (McKinney, 1941). 

5 Falke v. Terry, 32 Colo. 85, 75 Pac. 425 (1903). But see RESTATEMENT, CONFLICT 
or Laws § 516 (1934). 

6 Sylvania Ind. Corp. v. Lilienfeld’s Est., 132 F.2d 887 (4th Cir 1943); Feldman v. 
Gross, 106 F. Supp. 308 (N.D. Ohio 1953); Fainsworth v. Hubbard, 78 Ariz. 160, 277 
P.2d 252 (1955); In re Paines Estate, 125 Fla. 151, 174 So. 430 (1937); Driscoll v. Loeb, 
59 N.Y.S.2d 82, 27 App. Div. 150 (1st Dep’t 1946); Gronne v. Leatherwood, 240 N.C. 
573, 83 S.E.2d 36 (1935). 


720 Ill. App. 210, aff'd, 120 Ill. 464, 11 N.E. 897 (1886). 
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held that a statute ® granting a foreign administrator the right to sue in this 
state meant that he might also be sued here. However, a subsequent 
decision, Becker v. Bird,® held that an Illinois court has no jurisdiction to 
enter a valid decree against a non-resident administrator. The Becker 
opinion did not mention the Decker decision, nor the still effective ° 
statute on which it was based, but stated that the case was governed by 
the rule of Judy v. Kelly. The Judy case held that a judgment rendered 
in an Ohio court against an Illinois administrator would not be honored in 
Illinois, except as to assets of the estate located in Ohio. In following the 
Judy case, the court fell into the error of making its decision on the basis 
of what effect the domiciliary state would give its judgments. The fallacy 
of this reasoning lies in the fact that no defendant should be allowed to 
object to the rendition of a judgment against him on the ground that the 
plaintiff will have a difficult time collecting it. The Becker case, neverthe- 
less, would seem to represent the Illinois rule unless changed by the new 
Illinois Civil Practice Act,!* which became effective January 1, 1956. 

Sections 16 and 17 of the new Civil Practice Act may indicate a for- 
ward step in the area of suits against foreign administrators. Section 16 
provides that if personal service is made outside the state on a person who 
has submitted to the jurisdiction of Illinois courts, it shall have the same 
effect as personal service within the state. Section 17 provides that any 
person who: (1) has transacted any business; (2) has committed a tort; or 
(3) owns or is in possession of real estate in this state has subjected himself 
to the jurisdiction of Illinois courts for purposes of section 16. Section 17 
also subjects the personal representative of the non-resident party to 
similar service. This term, as commonly used, includes executors and 
administrators.13 A reasonable construction of these two sections indicates 
that the foreign administrator of a decedent who has assets in Illinois 
will now be subject to suit in Illinois courts, and that execution may be 
ordered not only on the Illinois assets but on the assets in the decedent’s 
domiciliary state as well.14 Whether the Illinois Supreme Court will give 
such a construction to these provisions remains to be seen. 


8 Ti. Rev. Srat. c. 38, § 736 (1885). “When any person .. . has obtained . . . ad- 
ministration of the estate . . . in any state . . . such person shall be enabled to prosecute 
suits ...in any court in this state, in the same manner as if letters . . . of administration 
had been granted to him under the provisions of the law of this state.” 

9255 Ill. App. 51 (1929). 

10 The statute was repealed. Inu. Rev. Srat. c. 3, § 500 (1941). However, it was 
subsequently re-enacted in substantially the same language. Jd. § 419. “Where no 


letters are issued in this state upon the estate of a non-resident decedent. . . , an ad- 
ministrator to whom letters are issued on the estate by a court ... of any state... may 
sue in this state in any case in which a resident administrator . . . may sue.” 


1141 ll. 211 (1949). 

12$.H.A. c. 110 (1955). 

13 Brack, Law Dictionary 1446 (4th ed. 1951). 

14In Morris v. Jones, 329 U.S. 545, 67 Sup. Ct. 451 (1947), the United States 
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The general rule forbidding suits against a foreign administrator had 
at least some plausibility 1> when it had as its corollary the rule that he 
was also not permitted to sue outside the state of his appointment. It was 
argued that each state, to protect its judicial system, wished to administer 
all of a testator’s property within its bounds and so would not permit 
interference by a foreign representative. After such a refusal, the principles 
of comity bound each state to decline to permit suits against him.!® Another 
theory was that an administrator was an officer of the court appointed by a 
state, and an action against him was an action against his sovereign.!7 
However, in view of the growing tendency to permit an administrator 
to sue outside the state of his appointment,!® adherence to the rule for- 
bidding him to be sued outside of that state is logically inconsistent. It 
is submitted that the policy considerations which overturned one rule 
should be strong enough to defeat any arguments supporting the other. 

If any further reason need be advanced in favor of lifting the pro- 
hibition against suing a foreign administrator, it is amply provided by the 
automobile. In recent years in an increasing number of auto accidents, a 
party, domiciled in state X, is the cause of an accident in state Y, and dies 
before suit can be brought against him. As a result, the injured parties, 
unable to sue the tort-feasor’s administrator in any state other than that 
of his appointment, are often subjected to great inconvenience and the 
risk of no recovery. The solution offered by the instant case—that is, to 
permit suits against the foreign administrator if there are assets of the 
estate in the forum state—seems an ideal answer.'® If the deceased tort- 
feasor had no other assets in state Y, it would violate no legal principle 
to designate the liability of his insurance company to the injured party as 
an asset located in the forum state, as suggested in a recent Illinois de- 
cision.” By doing so, the rule of the instant case could be applied to give 


Supreme Court held that the judgment of a Missouri court was entitled to be given 
full faith and credit as a claim against Illinois assets of an Illinois corporation. It has 
been argued that by implication the state of domicile of a foreign administrator will 
be required to give full faith and credit to a judgment rendered in a forum state which 
obtained jurisdiction over the foreign administrator. Holt, Extension of Non-Resident 
Motorist Statutes to Non-Resident Personal Representatives, 101 U. Pa. L. Rev. 223 
(1952). 

15 Holt, supra note 14, at 238. 

16 Story, ConFLicr oF Laws § 512 (1883). 

17 Johnson v. Powers, 139 U.S. 156, 11 Sup. Ct. 525 (1891). 

18Helme v. Buckelew, 229 N.Y. 363, 128 N.E. 216 (1920). Thirty-three states 
and the District of Columbia have statutes permitting suits by foreign administrators. 
See Beate, A TREATISE ON THE ConFLict oF Laws § 514.1 (1935). 

19 A plausible argument has been made for permitting suits against a foreign ad- 
ministrator even when he has assets only in state X. See Holt, supra note 14. 

20Furst v. Brady, 375 Ill. 425, 31 N.E.2d 606 (1940), indicated that the liability 
of an insurance company is an asset which justifies the appointment of a public 
administrator. 
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jurisdiction to the court, and any subsequent judgment could be satisfied 
from that asset. This approach avoids the two major objections to suits 
against a foreign administrator: first, the reluctance to permit removal of 
assets from the domicile of a deceased; and second, the rule that a judg- 
ment against a foreign executor will not be recognized by the state of his 
appointment.”4 

The powers of an administrator no longer stop at his state line.?? 
The problem created in the non-resident motorist cases makes it clear that 
the common-law rule forbidding suits against foreign administrators must 
be abrogated. This can be accomplished either by means of judicial 
recognition of an exception in cases where assets of the estate are located in 
the forum state, or by a statutory enactment ** directly authorizing such 
actions. Whatever method is used, the results must not be long in forth- 


coming—the automobile will not wait. 
M. L. BisHop 


CONSTITUTIONAL LAW-—Separation Of Powers Doctrine in Illinois. 
(Illinois) 


Defendant, a police magistrate, was indicted for palpable omission of 
duty in failing to report a conviction for a traffic offense to the Secretary 
of State, as required by the Drivers License Act.! Upon a motion to quash, 
the circuit court held the statute unconstitutional as being in violation of 
article III of the Illinois Constitution in that it imposed upon a constitu- 
tional judicial officer ministerial functions not reasonably incidental to the 
fulfillment of his judicial duties. On appeal, held: Reversed and remanded. 
The separation of powers article of the Illinois Constitution (article III) 
does not require that the legislative, executive, and judicial powers should 
be entirely divorced one from the other, but its true meaning, both in 
theory and practice, is that the whole power of two or more departments 
shall not be lodged in the same hands. People v. Reiner, 6 Ill. 2d 337, 129 
N.E.2d 159 (1955). 

The doctrine of separation of powers is a fundamental principle of 
modern political science.? By the time the framers of our American consti- 


21 RESTATEMENT, CONnFLIct oF Laws § 514 (1934). 

22For example, he can receive payments in other states which will be a good 
discharge in some cases. Beale, Voluntary Payment to a Foreign Administrator, 42 
Harv. L. Rev. 597 (1929). See also note 21 supra, as to the power of an administrator 
to sue outside the state of his appointment. 

23 See note 4 supra. 

1x. Rev. Srat. c. 954%, § 73.32(a) (2) (1953). 

2Reference was made to a tripartite system of governmental authorities by 
Aristotle in his book on Politics, and John Locke, in his second treatise on government, 
recognized three classes of power. It was not until the time of Montesquieu and 
Blackstone, however, that the separation of powers was urged as a fundamental safe- 
guard of liberty. 
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tutions met, it had already become a doctrine for the maintenance of public 
liberty. It was natural then that they unhesitantly accept the theory and 
incorporated it in the constitutions of the federation and its constituent 
parts. Madison insisted that the “accumulation of all powers . . . in the 
same hands .. . may justly be pronounced the very definition of tyranny,” 5 
and the Supreme Court asserted such separation to be “one of the chief 
merits of the American system.” ® 

While the Federal Constitution contains no specific distributing 
clause,? each of the three different constitutions under which Illinois has 
been governed contains an express article dividing and distributing the 
powers, and prohibiting one department from exercising the powers 
belonging to another. The idea behind such a clause seems to be apparent 
inasmuch as it is associated with the scheme of checks and _ balances 
designed to keep each department within its own sphere. Does this mean 
however, that the legislative, executive, and judicial powers should be 
kept so entirely separate and distinct as to have no connection or inter- 
dependence? 

In the instant case the contention was that the legislature had violated 
the province of the judiciary in requiring a police magistrate, who is a 
judicial officer, to perform ministerial functions not reasonably incidental 
to the fulfillment of his judicial duties. The logic behind this argument is 
clear. The preservation of judicial independence requires that energy which 
should be conserved for judicial duties shall not be dissipated by non- 
judicial functions. 

In cases involving an alleged usurpation by one branch of powers 
belonging to another, a literal interpretation of article III is more readily 
justified. An example of this view is People ex rel. Elliott v. Covelli,® where 
the court said, after reciting Illinois’ separation article: 


“. . . . By this provision the people intended to provide, and did 
provide, a complete separation of the branches and completely de- 
prived a member of one branch of authority to exercise any power 
properly belonging to the other two branches.” 1° 


3 Tue Feperatist, Nos. 47-51 (1802). Here Hamilton and Madison discuss the 
theory of the separation of powers and its relation to checks and balances. 

#1 FarrANp, THE REcorps OF THE FEDERAL CONVENTION OF 1787, at 108, 254, 288, 
511 (1911). 

5 Tue Feperauist, No. 46 (1802) (Madison). 

6 Kilbourne v. Thompson, 103 U.S. 168, 190 (1880). 

7Its equivalent is in separate articles, I, II, and III, stating that legislative, executive 
and judicial power shall be vested in a congress, a president, and a federal court 
system, respectively. 

8 Itt. Const. art I (1818); Int. Const. art. II (1848); Itz. Const. art. III (1870). 

9415 Ill. 79, 112 N.E.2d 156 (1953); see Agran v. Checker Taxi Co., 412 Ill. 145, 
105 N.E.2d 713 (1952). 
10 People ex rel. Elliott v. Covelli, 415 Ill. 79, 88, 112 N.E.2d 156, 160 (1953). 
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When the alleged invasion involves not an appropriation of powers but 
rather an unloading upon one department of those functions technically 
falling within the realm of another," the literal meaning approach seems 
to be invalid. The solvent is practical necessity. Each department is 
dependent upon the aid and skill of the others to facilitate its own effi- 
ciency. 

Thus, the doctrine of separation of powers in this area is not operated 
in fact with the precision of the theory, so that when we speak of the three 
coordinate branches of the government, we mean not three branches com- 
pletely independent of each other, and not subject to be affected by each 
other, but only that each is a complete governmental body, exercising its 
own peculiar functions. This was the conclusion of the court in the instant 
case, in holding that the time and energies of the judiciary must not be 
so jealously guarded as to impede or stop the machinery of government. 

The keystone case in Illinois recognizing this blending and admixture 
of different powers is Field v. People.12 The court said, “This admixture 
in practice . . . is considered by the wisest statesmen, as essential in a free 
government, as a separation.” 1° Later, under the new constitution of 1870, 
the court in People v. Morgan 1* held article III to be general in meaning 
and that it did not prohibit the legislature from conferring upon the judge 
of the circuit court the power to appoint commissioners to fill vacancies 
in a park board. In People v. White 1° it was argued that the supervision 
of elections was a ministerial or executive matter and not judicial, and 
therefore under article III the legislature could not confer upon the county 
court, as a judicial proceeding, that which in its nature is not judicial. The 
court replied: 


“ 


. ... The line of demarcation between the various departments of 
government is not distinct and cannot be clearly and distinctly drawn. 
Nor can the various departments of government operate entirely 


11 The difficulty involved in classifying particular acts as exclusively legislative, 
executive, or judicial has been frequently pointed out. See, for example, Land Owners 
v. People ex rel. Stookey, 113 Ill. 296, 309 (1885); Donahue v. County Of Will, 100 IIl. 
94, 108 (1881); Dodge v. Cole, 97 Ill. 338, 357 (1881). 

123 Tl. 79 (1839). 

13 Jd. at 84. 

1490 Ill. 558 (1878). 

15In the Morgan case, 90 Ill. at 568, the court said: “The judges have been em- 
powered, from the organization of the government, to take acknowledgements of deeds, 
etc. For more than half a century, judges have been authorized to celebrate marriages 
and perform ministerial acts not judicial in their character, and, so far as we have 
known, they have never been challenged.” A distinction pointed opt to the court in 
the briefs of the Reiner case was that while the powers in the Morgan case were to be 
performed at the discretion of the judges, the magistrate in the Reiner case had a duty 
to report traffic convictions, and was under the threat of criminal sanctions for 
omission of this duty. 

16 334 Ill. 465, 166 N.E. 100 (1929). 
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distinct from and without connection or dependence upon each 
other.” 17 


And in the much relied upon case of People ex rel. Witte v. Franklin,!® 
the Illinois Supreme Court again announced the maxim, as it is set forth 
in the instant case: 


“.... This constitutional provision cannot be given the literal interpre- 
tation appellants seek for it, so as to absolutely prevent any overlapping 
of one of the departments of government with another. . . . The funda- 
mental principle underlying this division of powers is to be understood 
in a limited and qualified sense. The legislative, executive, and judicial 
powers are not to be kept so entirely separate and distinct as to have 
no connection or interdependence.” !® 


In 1938 in Borreson v. Dep’t of Public Welfare »° the Illinois Supreme 
Court departed from its previous practical interpretation of article III with 
regard to the imposition of ministerial duties upon the judiciary. It held 
a provision of the Old Age Assistance Act providing for a de novo review 
an unconstitutional attempt to confer executive power upon the judiciary. 
Not only did the Borreson case reverse the then existent trend of thinking, 
but it is also unique in that it involved a self-limitation by the judiciary in 
an area where the usual contest between the legislature and judiciary 
involves the question of whether an administrative agency is improperly 
exercising judicial power.?1 Two months later the court in Gillespie v. 
Barrett *? reiterated the statements it had made in People ex rel. Witte v. 
Franklin.2> The force of Gillespie v. Barrett as evidencing a return to the 
previous doctrine may be doubted, however, for there the question involved 
was the validity of a statute creating commissions on which legislators 
were to be members. The duties were temporary, honorary in character, 
and could not be classified theoretically as being either executive or ad- 
ministrative. Still later in People ex rel. Bernat v. Bicek,** the judiciary 
again refused a delegation of legislative power, which would have enabled 
judges of the circuit and superior courts of Cook County to have deter- 
mined whether a divorce division should be created in their judicial circuit. 

In Board of Educ. v. Nickell, a 1951 decision, Justice Schaefer, who 
spoke for the court in the instant case, reannounced the doctrine set forth 


17 Jd. at 478, 166 N-E. at 105. 

18 352 ll. 528, 186 N.E. 137 (1953). 

19 7d. at 534, 186 N.E. at 139. 

20 368 Ill. 425, 14 N.E.2d 485 (1938). 

*1°This case js adversely criticized in 19 Nes. L. Buty. 51 (1940). 
22 368 Ill. 612, 15 N.E.2d 588 (1950). 

23 Supra note 17. 

24415 Ill. 510, 91 N.E.2d 588 (1950). 

25 410 Ill. 98, 101 N.E.2d 438 (1951). 
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in the pre-Borreson cases. The Nickell case clearly indicated a return to 
the Field view, judging from its heavy reliance upon that case and its suc- 
cessors. Its weight is tempered somewhat by the fact that the legislative 
grant of power to the county courts of matters not strictly judicial in 
character, namely, the authority to hear petitions for the alteration of school 
district boundaries, was favored by article VI, section 18 of the Illinois 
Constitution, which provided that county courts shall have jurisdiction 
in enumerated instances and such other jurisdiction as may be provided by 
general law. Thus, it was not until the instant case that it again became 
clear that the fundamental principle underlying article III is to be under- 
stood in a limited and qualified sense, and is not to be read in the literal 
manner suggested by pure theory untempered by practicality. 


RusseL_t L. Soun 


CORPORATIONS— Reimbursement of Proxy Fight Expenses. (New 
York) 


Both sides in a proxy contest incurred expenses totaling more than 
$261,000, of which the unsuccessful incumbents spent $134,000 and the 
successful insurgents $127,000. With the exception of $28,000, the incum- 
bents financed their campaign with corporate funds. The new board of 
directors reimbursed the successful insurgents from the company treasury 
and also reimbursed the predecessor board for the $28,000 which they had 
paid out-of-pocket. In reimbursing themselves through their newly-elected 
board, the insurgents had the consent of the shareholders by a majority of 
16 to 1. The payment to the old board was not submitted for consent or 
ratification. The plaintiff, owner of 25 shares out of more than 2,300,000 
shares outstanding, brought a derivative action against new and old direc- 
tors, seeking to recover for the corporation the reimbursements made to 
both sides. The trial court dismissed the complaint.1 This judgment was 
unanimously affirmed by the Appellate Division.? On appeal, held: Affirmed 
by a divided court, three judges dissenting and one judge concurring in 
the result. Directors have a right to make reasonable expenditures from 
corporate funds to persuade shareholders to support their position, and 
shareholders have the right to authorize reimbursement of successful con- 
testants for reasonable expenses incurred by them in a proxy contest over 
managerial policy. Rosenfeld v. Fairchild Engine and Airplane Corp., 309 
N.Y. 168, 128 N.E.2d 291 (1955). 


1 Rosenfeld v. Fairchild Engine and Airplane Corp., 116 N.Y.S.2d 840 (Sup. Ct. 
1952). 

2Rosenfeld v. Fairchild Engine and Airplane Corp., 284 App. Div. 201, 132 
N.Y.S.2d 273 (2d Dep’t 1954). 

3The “majority” opinion is fully supported by only three of the seven judges. 
References to the “majority” opinion, therefore, are enclosed within quotation marks 
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It is well settled that directors may use corporate money for reasonable 
expenses of soliciting proxies and in defense of their position in a contest 
over managerial policy,* but in this case the sum expended by management 
was many times greater than the expenses involved in any previously liti- 
gated case.° The media employed included chartered airplanes, limousines, 
entertainment, public relations counsel, and proxy solicitation specialists in 
addition to the customary items of stationery, printing, and postage. 

The plaintiff relied on a showing of the extraordinary amount of 
expenses and the manner in which the campaign was conducted; he did 
not challenge specific amounts of specified items. Four out of seven 
judges agreed that this failure to allege and prove unreasonableness with 
respect to specific items was fatal to his case, but three of these judges did 
not limit their opinion to this procedural ground. Froessel, J., speaking 
for this “majority” of three said that when the opposition has ample funds 
to conduct a proxy contest, the directors are not obliged to sit idly by.® 
This opinion seems to suggest that reasonableness of expenditures may be 
measured by the resources of the opposition and the propriety of media 
employed may be tested by the primitive law of “an eye for an eye.” 
Under this test, it appears unlikely that a challenge of specific items as 
needless or unreasonable would be successful if the opposition had incurred 
expenses in comparable amounts or for similar instruments of propaganda. 

Since one judge concurred in the result solely on the ground that 
plaintiff had failed to prove his case and reaffirmed the validity of the 
older and more restrictive rule, perhaps the boundaries of corporate 
authority are expanded less than the “majority” opinion seems to imply. 
But the fact remains that the directors did go beyond the limits of previous 
decisions with respect to amount and character of expenditures, and that 
a challenge of their authority by a shareholder failed. Therefore, it is 
difficult to avoid the inference that this is a mutation in the evolution of a 
broadening doctrine of corporate authority. 

Less doubt exists that the court’s decision on the question of the irght 
to reimburse successful insurgents has widened the horizons of corporate 


since with respect to the question of the effect of ratification by a majority vote of 
shareholders it represents the minority view. 

* Steinberg v. Adams, 90 F. Supp. 604 (S.D.N.Y. 1950); Hand v. Missouri-Kansas 
Pipe Line Co., 54 F. Supp. 649 (D.Del. 1944); Empire So. Gas Co. v. Gray, 29 Del. 
Ch. 95, 46 A.2d 741 (Ch. 1946); Hall v. Trans-Lux Daylight Picture Screen Corp., 20 
Del. Ch. 78, 171 Atl. 226 (Ch. 1934); In re Zickl, 73 N.Y.S.2d 181 (Sup. Ct. 1947); 
Bounds v. Stephenson, 187 S.W. 1031 (Tex. Civ. App. 1916); Peel v. London & N.W. 
Ry., [1907] 1 Ch. 5 (1906) is the leading English case heavily relied upon in American 
decisions. Cf. Lawyers’ Advertising Co. v. Consolidated Ry., Lighting and Refrigerating 
Co., 187 N.Y. 395, 80 N.E. 199 (1907). 

5In Steinberg v. Adams, 90 F. Supp. 604 (S.D.N.Y. 1950), the controversy con- 
cerned $20,000 spent by the incumbents and $27,000 spent by the victorious chal- 
lengers. Other proxy contests have cost more but were not litigated on this issue. 

® Rosenfeld v. Fairchild Engine and Airplane Corp., 309 N.Y. 168, 128 N.E.2d 
291 (1955). 
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authority. This doctrine is so new that in only one previous case had the 
issue been litigated in a court of record.? Proxy contests, at least of the 
magnitude and character which have become common in recent years, are 
themselves relatively modern phenomena which have developed as a natural 
consequence of the growth of corporate giants and the distribution of their 
ownership among vast numbers of shareholders.® 

Management’s advantage in a struggle for control of a modern eco- 
nomic colossus is prodigious.® If corporate democracy is desirable and if 
it is to be preserved and encouraged, some means of equalizing such contests 
is a social necessity.!° The need for equalization has received more recog- 
nition by way of administrative regulation than by detailed legislation and 
judicial decree. But thus far, the regulatory approach has been relatively 
limited and has not effectively dealt with the greatest disparity between 
management and dissidents—access to the corporate treasury.'! If self- 
perpetuation of management is not to be encouraged, it follows that 
successful insurgents should have a possibility of recovering their expenses. 
Such a doctrine does not completely equalize proxy contests in a financial 
sense since the insurgents’ right to reimbursement depends on their winning 
the fight. 


7 Steinberg v. Adams, 90 F. Supp. 604 (S.D.N.Y. 1950). 

8 Before the advent of securities regulation (“blue sky”) legislation, promoters 
frequently succeeded by one device or another to retain control of the corporations 
they organized. Proxy fights usuaily arose only as a consequence of intra-management 
disagreements between large shareholders and solicitations for support were usually 
concentrated on relatively few other holders of large blocks of shares. Contrast the 
Carnegie Steel Company in which Andrew Carnegie held a majority of shares and 
the remainder were distributed among 40 associates, with its successor, the United 
States Steel Corporation with over 200,000 shareholders, none of whom owns as much 
as one per cent. For a thorough discussion of corporate control devices such as 
“pyramiding” of holding companies, voting trusts and non-voting shares as well as the 
dispersion of ownership in modern corporations, see BERLE AND Means, THE Mopern 
CoRPORATION AND PRIVATE Property c. 5 (1932). 

® Among the advantages are organization, intimate knowledge of corporate affairs, 
access to corporate records including shareholder lists, and, perhaps most of all, share- 
holder inertia. 

10 Corporate democracy cannot, of course, be equated with political democracy 
since at best voting power is in direct proportion to economic wealth invested. 
Courts and writers habitually refer to a “majority of shareholders” when what is 
meant is a majority of voting shares. The theory that safety in investment is best 
achieved through diversification has been a powerful incentive in the dispersion of 
ownership of corporate securities. 

11 The Securities Exchange Act, 48 Srat. 895 (1934), 15 U.S.C. § 78n(a) (1946), 
the Public Utility Holding Company Act, 49 Strat. 824 (1935), 15 U.S.C. § 791(e) 
(1946), and the Investment Company Act, 54 Strat. 822 (1940), 15 U.S.C. § 80a (1946), 
impose on the SEC the duty to prescribe rules and regulations concerning the solicita- 
tion of proxies, in connection with the corporations subject to these acts. Under the 
1934 act, the pertinent regulations are contained in Proxy Rule X-14A which relates 
primarily to the problem of accurately informing shareholders of the facts and issues 
and providing them with opportunities to make and communicate proposals. 








774 LAW FORUM [Vor. 1955 


If social necessity eventually compels further evolution of the doctrine 
of equality of opportunity in proxy contests as a corollary of the theory 
of corporate democracy, reimbursement to unsuccessful insurgents will be 
the next logical step. The question of whether the law as now stated 
would preclude recovery by unsuccessful dissidents depends on the im- 
portance to be attached to a vote by a majority of shareholders. Such a 
favorable vote could rarely be obtained by a defeated group. The opinion 
of the three-judge “majority” rests in part on such approval by the share- 
holders in this case, but there is nothing in the opinion which would pre- 
clude a similar result if directors acted on their own initiative and author- 
ity. A fourth judge, concurring in the result, held, without distinguishing 
between “ins” and “outs,” that a majority vote of shareholders could not 
legalize unreasonable proxy fight expenditures. It follows under this theory 
that reasonable expenditures require no shareholder ratification to be eligible 
for reimbursement. Although denying corporate power to reimburse in- 
surgents, the minority criticize the “majority” view of ratification on the 
ground that it makes victory rather than benefit conferred the condition 
upon which reimbursement of insurgents depends. A majority of the 
court, therefore, did not ascribe any efficacy to the shareholders’ vote, 
and so the decision does not necessarily foreclose the possibility of per- 
mitting reimbursement to unsuccessful contestants without ratification by 
shareholders. 

Possible support for such a result may be found in Steinberg v. 
Adams,'* in which the court developed a theory of benefit conferred on 
the corporation by successful insurgents as justification for their reimburse- 
ment. Although there was ratification by a majority of shareholders in 
that case, the benefit conferred doctrine does not require such collateral 
support for its validity.1* Conceivably such a doctrine might be extended 
to include recognition of benefits conferred by insurgency itself without 
regard to success or failure. But, obviously, the public interest as well as 
corporate welfare would require that some restraints be imposed on possible 
raids on corporate treasuries, or the only beneficiaries would be advertising 
agencies, public relations counselors, and other specialists in mass propa- 
ganda. As recognized by the trial court who heard the evidence in the 
principal case, the courts are not adapted to exercise functions of this kind.!* 
As in similar situations where sound conclusions require a peculiar expertise 
applied to voluminous business transactions, such social control in the future 
would probably devolve on the federal and state agencies who now super- 


12 Steinberg v. Adams, 90 F. Supp. 604 (S.D.N.Y. 1950). 

18 For analyses of the doctrine of Steinberg v. Adams, see Notes, 36 Cornett L.Q. 
558 (1951), 61 Yate L.J. 229 (1952). 

14 Rosenfeld v. Fairchild Engine and Airplane Corp., 116 N.Y.S.2d 840 (Sup. Ct. 
1952). 
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vise other aspects of relations between corporations, shareholders, and the 
public.15 


G. E. Lukas 


COURTS—Supreme Court Appellate Review of State Criminal Pro- 
cedure. (United States) 


Aubrey Williams, a Negro, was convicted of murder; his conviction 
was affirmed by the Supreme Court of Georgia.! Eight months later 
Williams’ counsel made an extraordinary motion for new trial, charging 
that the defendant had been denied equal protection of the laws contrary 
to the requirements of the fourteenth amendment.? This motion was 
overruled by the trial court; the Supreme Court of Georgia affirmed * on 
the ground that Georgia rules of procedure precluded such a challenge 
as it was not seasonably made. The United States Supreme Court granted 
certiorari. On certiorari, held: Reversed and remanded. The holding of 
the Georgia Supreme Court did not rest on an adequate non-federal ground 
which would preclude the Supreme Court from review. Williams v. State, 
349 U.S. 375, 75 Sup. Ct. 814 (1955). 

Prior to Williams’ trial an array of jurors was selected from a box 
containing tickets of two colors; white tickets with the names of white 
persons and yellow tickets with the names of Negroes. From this array 
the jury in the Williams case was empaneled. This method of jury selection 
had been employed in the earlier case of Avery v. State® in the same county, 
and at the time of this prosecution its constitutionality was being con- 
sidered by the United States Supreme Court.® The Avery case, particularly 
the alleged discrimination and denial of equal protection of the laws in the 
method of jury selection, had been widely publicized in Georgia.?’ How- 
ever, the array chosen by this method was not challenged at any time 
prior to or during the trial and subsequent appeal in the instant case. One 
month after Williams was found guilty (and before his appeal to the 


15 Public and congressional interest engendered by the recent New York Central 
Railroad and Montgomery Ward Proxy fights may conceivably lead to federal legislation 
or to additional rules under existing securities legislation which might include some 
effective measure of control over the amounts and types of expenditures by both sides. 


1 Williams v. State, 210 Ga. 207, 78 S.E.2d 521 (1953). 

2U.S. Const. amend. XIV, § 1. 

3 Williams v. State, 210 Ga. 665, 82 S.E.2d 217 (1954). 

5209 Ga. 116, 70 S.E.2d 716 (1953). 

6 Avery v. State, 345 U.S. 903, 73 Sup. Ct. 651 (1953). 

™On May 25, 1952, the Atlanta Constitution ran a front page story and on the 
same day a similar article appeared in the Atlanta Journal. 
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Georgia Supreme Court) the United States Supreme Court decided the 
Avery case, ruling that the use of differently colored tickets for whites 
and Negroes was an unconstitutional deprivation -of equal protection of 
the laws.§ But it was not until six months after the Avery decision, in an 
extraordinary motion for new trial,® that Williams’ counsel first challenged 
the array and questioned the constitutionality of its selection. Affirming 
the trial court’s dismissal of this motion, the Supreme Court of Georgia 
ruled 


“Defendant in his motion sets forth a practice which has been con- 
demned by this court and the Supreme Court of the United States. 
However, any question to be considered by this court must be raised 
at the time and in the manner required under the rules of law and 
practice and procedure in effect in this State.” 1° 

“When this defendant failed to raise this question when the panel 
was put upon him, he waived the question once and for all.” 


The court further ruled that the defendant had not shown due diligence 
in raising the objection.!2 The Supreme Court granted certiorari because 
of the entanglement of this case with the Avery case. 

The jurisdiction of the Supreme Court to review state court decisions 
stems from and is limited by section 1257 of the United States Judicial 
Code.1* That section permits the Supreme Court to review state court 
decisions only if those decisions involve a substantial federal question, and 
judicial interpretation has clearly established the additional limitation that 
the Court is without jurisdiction to review state decisions that rest on 
adequate non-federal grounds, even though a federal question was pre- 
sented.'* Furthermore, it is elementary that a state procedural rule which 
prohibits the raising of federal issues at late stages of the trial is a valid 


8 Avery v. State, 345 U.S. 559, 73 Sup. Cr. 891 (1953). 

®Ga. Cove ANN. § 70-303 (1937). 

10 Williams v. State, 210 Ga. 665, 669, 82 S.E.2d 217, 219 (1954). 
11 Jd, at 669, 82 S.E.2d at 220. 

12 7d, at 668, 82 S.E.2d at 219. 


13 “Final judgments or decrees rendered by the highest court of a State in which 
a decision could be had, may be reviewed by the Supreme Court as follows: 

“ 

“By writ of certiorari... where any title, right, privilege, or immunity is specially 
set up or claimed under the Constitution. . . .” 62 Strat. 929 (1948), 28 U.S.C. § 1257 
(1952). 

14 Justice Jackson said, “This court from the time of its foundation has adhered 
to the principal that it will not review judgments of state courts that rest on adequate 
and independent state grounds.” Herb v. Pitcarin, 324 U.S. 117, 125, 65 Sup. Ct. 459, 
463 (1945). “The reason is . . . found in the partitioning of power between the state 
and federal judicial systems and in the limitations of our own jurisdiction. Our only 
power over state judgments is to correct them to the extent that they incorrectly 
adjudge federal rights.” Jd. at 125-126, 65 Sup. Ct. at 463. 
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exercise of state power.!> These limitations of jurisdictior. are absolutely 
binding on the Supreme Court unless the ruling on the non-federal ground 
is without substantial support,!® or the state court purposely evaded the 
federal claim,'? or the state law presents an obstacle to the enforcement of 
federal rights,’* or an important intervening factor occurs subsequent to 
the state court decision.!® 

A close examination of the facts in the instant case indicates that they 
do not meet the jurisdictional prerequisites of review as set out above; 
yet the Supreme Court ruled that the case was reviewable. Speaking for 
the majority, Mr. Justice Frankfurter, recognizing the rules stated pre- 
viously, found that Georgia procedural rules permitted Georgia courts, in 
their discretion, to allow a challenge to the array to be made after trial 
in an extraordinary motion for new trial.2° In support of this conclusion 
he noted that if Georgia procedural rules did expressly provide that such 
a challenge could only be made before trial it would have been unneces- 
sary for the Georgia Supreme Court to have discussed “want of due dili- 
gence” on the part of the defendant as it did. Having determined that the 
Georgia Supreme Court had discretionary power to hear the challenge 
(though it was not seasonably made), the majority concluded that the 
United States Supreme Court had jurisdiction to review the exercise of 
this discretion.2! The majority said that since the exercise of this discretion 
avoided the defendant’s constitutional claim, it denied him equal protection 
of the laws, and thereby deprived the decision of an independant state 
ground. Concluding that it had jurisdiction, the Court ordered the cause 
remanded to the state court for reconsideration in the light of the “im- 
portant intervening factor,” i.e., the state attorney general’s admission to 
the United States Supreme Court that the defendant had been tried by 
an improperly empaneled jury. 

Three judges assailed this result, taking the position that the grant 
of certiorari in this case was improvident. The minority ably pointed out 
that the majority had grossly misconstrued Georgia law; that under 
Georgia law challenges to the array must be made before trial and could 


15 E.g., Parker v. Illinois, 333 U.S. 571, 68 Sup. Ct. 708 (1948); Radio Station 
WOW, Inc. v. Johnson, 326 U.S. 120, 65 Sup. Ct. 1475 (1945); Pennsylvania R.R. Co. 
v. Illinois Brick Co., 297 U.S. 447, 56 Sup. Ct. 556 (1936). 

16 Ward v. Love County, 253 U.S. 17, 40 Sup. Ct. 419 (1920). 

17 Rogers v . Alabama, 192 U.S. 226, 24 Sup. Ct. 257 (1904). 

18 Towa—Des Moines Nat'l Bank v. Bennett, 284 U.S. 239, 52 Sup. Cr. 133 (1931); 
Davis v. Wechsler, 263 U.S. 22, 44 Sup. Cr. 13 (1923). 

19 Patterson v. Alabama, 294 U.S. 600, 55 Sup. Ct. 575 (1935); Missouri ex rel. 
Wabash Ry. v. Public Serv. Comm’n, 273 U.S. 126, 47 Sup. Ct. 311 (1927). 


20 Williams v. State, 349 U.S. 375, 75 Sup. Ct. 814 (1955). 
21 Id. at 389, 75 Sup. Ct. at 822-823. 
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not be made thereafter.2?, They argued that while the majority’s contrary 
conclusion was based on a number of cases allowing challenges to individual 
jurors after the trial, challenges to individual jurors and challenges to the 
array were substantially different. The two cases are properly governed by 
different rules; there are obvious reasons for requiring a challenge to the 
array to be made before trial which have no application to challenges to 
individual jurors. It is much easier to discover disqualifications of an array 
before trial than it is to find disqualifications of an individual juror. More 
important, the disqualification of a single juror discovered after the trial 
will only upset the verdict in that single case whereas the disqualification 
of an entire array will result in the reversal of all the verdicts rendered by 
all the juries selected from that array. Furthermore, the mere fact that 
the Georgia Supreme Court, in the decision being reviewed, considered 
the additional issue of due diligence in raising the challenge did not indicate 
that the challenge to the array could be raised in a post trial extraordinary 
motion. Rather, it was an additional reason for denying the motion. The 
Georgia Court expressly ruled that procedural rules required that such a 
challenge must be made before trial or is waived. Even assuming that the 
challenge to the array could be made after the trial, the finding of want of 
due diligence alone would seem to be an independent state ground sufficient 
to preclude Supreme Court review. Finally, if there was any conflict in the 
Georgia authorities as to the proper disposition of this motion, it should 
be resolved by the Georgia courts, not the federal courts.?% 

The majority did not find that the ruling of the Georgia court on the 
non-federal ground was without support in the Georgia authorities 4 nor 
that the Georgia court was guilty of evasion nor that Georgia law pre- 
sented an obstacle to the enforcement of federal rights.2° Therefore, the 
only remaining basis for review was the occurrence of an important inter- 
vening factor.27 Review jurisdiction in the instant case based on an “im- 
portant intervening factor” seems erroneous. Unlike the situation in 
Patterson v. Alabama?®’ (which the majority relied upon heavily) the 
Georgia Supreme Court in the instant case was well aware of the method 
of jury selection employed and the United States Supreme Court’s position 
on it. With full knowledge the Georgia court ruled that salutory as the 
constitutional claim was, it was barred by the procedural objection. 
Clearly there was nothing new for the Georgia court to consider—nothing 


22 Wilcoxon v. Aldredge, 192 Ga. 634, 15 S.E.2d 873 (1941); Moon v. State, 68 Ga. 
687 (1882); Jordan v. State, 22 Ga. 545 (1857). 
23 Cf. Patterson v. Alabama, 294 U.S. 600, 55 Sup. Ct. 575 (1935). 
24 See note 16 supra, and related text material. 
25 See note 17 supra, and related text material. 
26 See note 18 supra, and related text material. 
27 See note 19 supra, and related text material. 
28 294 U.S. 600, 55 Sup. Ct. 575 (1935). 




















WInTER | RECENT DECISIONS 779 


occurred after its decision which could possibly result in a reversal. 

In the light of all the pertinent authority it appears that the minority 
properly viewed this case as an unfortunate assertion of federal control 
over state criminal procedure. As one author has said “the very purpose 
of the majority’s opinion and the remand seems to have been to cajole 
the Georgia court into reversing itself where the United States Supreme 
Court lacked grounds to do so.” 7° 


Joun C. Feiricu 


FEDERAL ESTATE TAX—Accumulated Trust Income Excluded from 
Gross Estate. (Federal) 


The decedent created eight separate inter vivos trusts consisting of 
800 shares of corporate stock for the benefit of his wife and seven children. 
The settlor-trustee was empowered to accumulate or distribute the current 
trust income in his discretion, but corpus and accumulated income were 
to be distributed under the children’s trusts only if their unforeseen needs 
exceeded the current income from the trusts and other sources. The 
trusts were to terminate at a time independent of the decedent’s death. 
Between the creation of the trusts and the decedent’s death, dividends were 
received and invested in government bonds, but neither income nor corpus 
was distributed to the beneficiaries. The Commissioner included both the 
corpus and the income of the trusts in the decedent’s gross estate, but on 
review the Tax Court excluded the accumulated income.! On appeal, 
held: Affirmed. The accumulated trust income had not been “transferred” 
to the trust within the meaning of sections 811(c) and 811(d) of the 1939 
Internal Revenue Code and therefore should not be included in the gross 
estate. Commissioner v. Estate of McDermott, 222 F.2d 665 (7th Cir. 
1955). 

The instant case is the first involving the accumulated income of a 
trust included in a decedent’s gross estate on the grounds that he retained 
the power to govern? and to change® the enjoyment of the trust. The 


29 Note, 69 Harv. L. Rev. 158, 160 (1955). On remand the Georgia Supreme Court 
affirmed its former opinion and refused to reverse itself. Williams v. State, 88 S.E.2d 
376 (Ga. 1955). 

1 Estate of James D. McDermott, P-H 1953 T.C. Mem. Dec. 4 53154. 


2 “The value of the gross estate of the decedent shall be determined by including 
the value at the time of his death of all property ... to the extent of any interest therein 
of which the decedent has at any time made a transfer . . . by trust or otherwise .. . 
under which he has retained for his life or for any period not ascertainable without 
reference to his death or for any period which does not in fact end before his death 
... the right . . . to designate the persons who shall possess or enjoy the property or the 
income therefrom. .. .” Int. Rev. Code of 1939, § 811(c), as amended, 63 Srat. 894 
(1949) (now Int. Rev. Cope or 1954, § 2036). 


3“The value of the gross estate of the decedent shall be determined by including 
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court here was of the opinion that the accumulated trust income had not 
been “transferred” within the purview of the Code‘ apparently because it 
had been paid directly to the trust without ever having been in the possession 
of the “settlor.” 5 

The opinion cites only two cases® in support of its conclusion. In 
both of those cases, however, the trust corpus was included in the gross 
estate on the grounds that the decedent transferred the property to the 
trust in contemplation of death.? It would seem that these cases should not 
dictate the result in the instant case.® 

A gift is includible in the gross estate under the contemplation of 
death provisions even though it is complete, absolute, and subject to no 
retained rights or powers of the grantor.® Its inclusion is based solely on 
the decedent’s motive in making the transfer.1° Any trust income accumu- 
lated under such a gift accrues after the grantor has wholly divested him- 
self of any interest in the property. Therefore, the courts refuse to find a 
transfer of accumulated income in contemplation of death trusts. 

Property of trusts of the type employed in the principal case, however, 
is generally included in the gross estate on the grounds that the transfer is 


the value at the time of his death of all property ... to the extent of any interest 
therein of which the decedent has at any time made a transfer. . . , by trust or other- 
wise, where the enjoyment thereof was subject at the date of his death to any change 
through the exercise of a power .. . by the decedent . . . to alter, amend, revoke, or 
terminate... .” Int. Rev. Code of 1939, § 811(d), as amended, 53 Strat. 120 (1942) (now 
INT. Rev. Cope or 1954, § 2038). 

*In the instant case, the court stated: “.... Obviously, the accumulations here in- 
volved were not transferred by the decedent to the trustee.” Commissioner v. Estate of 
McDermott, 222 F.2d 665, 668 (7th Cir. 1955). 

5 The court stated that the decedent “. . . received the dividends . . . solely in his 
capacity as a trustee.” Ibid. The decedent was thus endowed by the court with a 
“split personality” whereby in his capacity as trustee he is a person different from what 
he is as settlor. 

6 Comm’r v. Gidwitz’ Estate, 196 F.2d 813 (7th Cir. 1952); Burns v. Commissioner, 
177 F.2d 739 (5th Cir. 1949). 

™The value of the gross estate of the decedent shall be determined by including 
the value at the time of his death of all property ... to the extent of any interest 
therein of which the decedent has at any time made a transfer by trust or otherwise 
. . . in contemplation of his death. .. .” Int. Rev. Code of 1939, § 811(c), as amended, 
63 Stat. 894 (1949) (now Int. Rev. Cope or 1954, § 2035). 

8See Comm’r v. Gidwitz’ Estate, 196 F.2d 813, 818 (7th Cir. 1952); Estate of James 
E. Frizzell, 9 T.C. 979, 988 (1947), supplemental opinion, 11 T.C. 576 (1948), aff'd sub 
nom. Burns v. Comm’r, 177 F.2d 739 (5th Cir. 1949). The distinction is criticized in 
Note, The Federal Estate Tax and Income Accumulated in a Trust Created in Con- 
templation of Death, 58 Yate L. J. 313, 315 (1949) and also in the instant case at 667. 

® United States v. Wells, 283 U.S. 102, 51 Sup. Ct. 446 (1930); 1 Pau, FeperaL 
Estate AND Girt TAXATION c.6 (1942). 

10 Milliken v. United States, 283 U.S. 15, 51 Sup. Cr. 324 (1931); Comm’r v. 
Gidwitz’ Estate, 196 F.2d 813 (7th Cir. 1952), 


“ 
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incomplete 1! because of the decedent’s retention of a right or power.'? 
It is entirely conceivable therefore that the exercise by the decedent in 
the instant case of his discretionary right to add the income to the trust 
corpus could be construed by the courts as a “transfer” from himself to the 
trust.!® If so, there would be no difficulty in reaching a result contrary to 
that reached by the court here. 

A more formidable point to overcome in reaching the court’s result, 
but not mentioned in the opinion, is the general rule that an increase in the 
value of trust corpus occurring after its “transfer” is includible in the gross 
estate.1* This rule is applicable both to trusts subject to retained rights or 
powers where the transfer is incomplete and to trusts created in contem- 
plation of death where the increase occurs after a complete transfer.!> It. 
is difficult to see why the increment in the value of a trust is includible if 
it arises from an enhancement of the original trust corpus or assets substi- 
tuted therefor,!® but not if it arises from the accumulation of trust income 
which becomes part of that corpus.'7 The only difference seems to be that 


11 See Comm’r v. Estate of Church, 335 U.S. 632, 69 Sup. Cr. 322 (1949); Burnet v. 
Guggenheim, 288 U.S. 280, 53 Sup. Ct. 369 (1933); Reinecke v. Northern Trust Co. 
278 US. 339, 49 Sup. Cr. 123 (1929); Comm’r v. Gidwitz’ Estate, 196 F.2d 813 (7th Cir. 
1952); 1 PAuL, Op. cit. supra note 9, § 7.08. 

12 The court in the instant case did not agree with this proposition in its statement: 
.... The transfer in the instant case was as complete as it was in the Gidwitz’ case.” 
Comm’r v. Estate of McDermott, 222 F.2d 665, 667 (7th Cir. 1955). The court was re- 
ferring here to Comm’r v. Gidwitz’ Estate, 196 F.2d 813 (7th Cir. 1952), which was a 
contemplation of death case involving a complete transfer. 

18 See Chase Nat’l Bank v. United States, 278 U.S. 327, 337, 49 Sup. Crt. 126, 128 
(1929) where the court stated: “. . . . Obviously, the word ‘transfer’ in the statute .. . 
cannot be taken in such a restricted sense as to refer only to the passing of particular 
items of property directly from the decedent to the transferee. It must, we think, at 
least include the transfer of property procured through expenditures by the decedent 
with the purpose, effected at his death, of having it pass to another. . . . The plaintiffs 
point to no requirement . . . that the termination of the power of disposition of property 
by death whereby the transfer of property is completed ... must be preceded by a 
transfer directly from the decedent to the recipient of his bounty of the property sub- 
ject to the power.” See also Estate of Sanford v. Comm’r, 308 U.S. 39, 60 Sup. Ct. 51 
(1939); Burnet v. Guggenheim, 288 U.S. 280, 53 Sup. Ct. 369 (1933). But see Comm’r 
v. Hogle, 165 F.2d 352 (10th Cir. 1947), where the accumulated trust income was held 
not to be subject to the gift tax because there was no transfer from the settlor to the 
trust. 

14 Helvering v. Hallock, 309 U.S. 106, 60 Sup. Ct. 444 (1940); Holderness v. 
Comm’r, 86 F.2d 137 (4th Cir. 1936); Igleheart v. Comm’r, 77 F.2d 704 (5th Cir. 1935); 
Barrett, Valuation for Estate Tax Purposes of Property Transferred in Contemplation 
of Death, When Property Is Disposed of or Changes Form Prior to Death, N.Y.U. 
9th Inst. on Fep. Tax. 141, 143 (1951). But cf. Humphrey’s Estate v. Comm’r, 162 
F.2d 1 (5th Cir. 1947). 

15 See Igleheart v. Comm’r, 77 F.2d 704 (Sth Cir. 1935); 1 Paut, op. cit. supra 
note 9, § 6.23. 

16 See Igleheart v. Comm’r, 77 F.2d 704 (5th Cir. 1935); Estate of B. H. Kroger, 
P-H 1943 T.C. Mem. Dec. 4 43392, aff'd, 145 F.2d 901 (6th Cir. 1944). 

17 Under the terms of the trust instrument in the instant case, the accumulations 


“ 
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an accumulation of income is necessarily preceded by a transfer from the 
income-producing agency to the trustee, whereas an increase in corpus is 
not preceded by such a transfer. This distinction appears to be immaterial 
in determining the value of a trust for federal estate tax purposes.'® 

Thus, in the valuation of trusts includible in the gross estate, the courts 
distinguish between gain from accumulated income and gain from the 
increased value of corpus where a distinction is obscure. But they fail to 
distinguish between contemplation of death trusts and trusts with retained 
rights or powers where a valid distinction exists. Perhaps these apparent 
inconsistencies are due to the courts’ expressed opposition to tax avoidance 
irreconcilably coupled with their unexpressed reluctance to discourage the 
thrifty practice of accumulating trust income.!® A contrary policy as to 
the latter, however, is more in harmony with the general spirit of the 
Code.® In any event, this area of the tax law is so crystallized that the 
seeming inconsistencies can be cured only through a congressional clarifica- 
tion of those provisions of the Code pertaining to the valuation of includible 
trusts,?4 


Tuomas S. OEHRING 


JOINT TENANCY—Donative Intent Held Determinative of Ownership 
of Funds in a Joint Bank Account. (Illinois) 


An agreement of deposit, purporting to create a joint tenancy with 
right of survivorship, was signed by William Ralston and Edward 
Schneider. Schneider made all of the deposits, and at no time indicated 
outside of the signed agreement that Ralston was entitled to the funds. 
Furthermore, circumstances indicated that Ralston’s right to withdraw 
money from the account was created solely for Schneider’s convenience. 
After Schneider’s death, his executor filed a petition in the probate court 
to secure a declaration that the funds in the accounts belonged to the 
estate. The petition was dismissed. Upon trial de novo in the superior 
court it was held that the funds were the property of the estate. The 


of income were “to be added to corpus.” It would seem that the decedent intended 
that the accumulated income should merge with and become part of the corpus. See 
Comm’r v. Bishop Trust Co., 136 F.2d 390 (9th Cir. 1943). 

18 Note, The Federal Estate Tax and Income Accumulated in a Trust Created in 
Contemplation of Death, 58 Yate L. J. 313, 316 (1949). 

19 Note, supra note 18, at 320. 

20See Heiner v. Donnan, 285 U.S. 312, 52 Sup. Ct. 358 (1932); Tyler v. United 
States, 281 U.S. 497, 50 Sup. Crt. 356 (1930). These cases state that the purpose of Con- 
gress in enacting the provisions of the estate tax which are under review here was to 
prevent tax avoidance through inter vivos gifts. 
21 The following writers propose that income accumulated in trust as in the instant 
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appellate court affirmed.1 On appeal, held: Affirmed. A deposit agree- 
ment is not conclusive in determining ownership of funds in a joint account. 
Other evidence contradicting the terms of the agreement may properly 
be considered. In re Schneider’s Estate, 6 Ill. 2d 180, 127 N.E.2d 445 
(1955). 

Joint bank accounts in Illinois are subject to statutory regulation. The 
incident of survivorship between joint tenants in personal property is 
abolished except when a will or other instrument in writing expresses an 
intent to create a joint tenancy with the right of survivorship, and except 
that: 


. . « » When a deposit in any bank or trust company . . . has been 
made ... in the name of two or more persons payable to them when 
the account is opened or thereafter, such deposit or any part thereof 
or any interest or dividend thereon may be paid to any one of said 
persons whether the other or others be living or not, and when an 
agreement permitting such payment is signed by all said persons at 
the time the account is opened or thereafter the receipt of acquittance 
of their persons so paid shall be valid and sufficient discharge from all 
parties to the bank for any payments so made.” ? 


It should be noted that the language purports to protect the bank from 
claims of depositors. In the instant case the bank is not involved and the 
controversy is between the depositors. Therefore, the statute is not appli- 
cable and extra-statutory law is controlling. 

No theory is completely accurate in analyzing problems arising from 
joint accounts. The theory of joint tenancy is not applicable, for the 
common law unities of time, title, interest, and possession cannot be ful- 
filled. There is authority to support the conclusion that the Illinois court 
formerly applied a contractual theory and refused to admit evidence contra- 
dicting the terms of a joint deposit agreement. In the instant case the court 
abandons the use of contractual principles and attempts to utilize language 
in Erwin v. Felter,t Bolton v. Bolton,' and Illinois Trust and Savings Bank 
v. Van Vlack® to support a gift theory which results in sustaining the 
admission of evidence of donative intent, even though such evidence 
contradicts the terms of the joint deposit agreement. 


case should be included in the gross estate: SuRREY AND WarRrEN, CCH Feperat Taxa- 
TION—CuRRENT Law AND Practice § 2580 (1955); Note, The Federal Estate Tax and 
Income Accumulated in a Trust Created in Contemplation of Death, 58 Yate L. J. 313, 
315 (1949). 

1 In re Schneider’s Estate, 2 Ill. App. 2d 560, 120 N.E.2d 353 (1st Dist. 1954). 

2 Iti. Rev. Stat. c 76, § 2 (1953). 


3In re Wilson, 336 Ill. App. 18, 82 N.E.2d 685 (2d Dist. 1948), aff’d, 404 Ill. 207, 
88 N.E.2d 662 (1949). 
4283 Ill. 36, 119 N.E. 926 (1918). 


5 306 Ill. 473, 138 N.E. 158 (1923). 
6 310 Ill. 185, 141 N.E. 546 (1923). 
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In Erwin v. Felter, certificates of deposit containing language indica- 
tive of joint accounts were regarded as lawful contracts. It was further 
held that whatever right the survivor had in the money was acquired from 
the certificates. Then, apparently disregarding the contract theory, the 
court quoted language from Kelly v. Beers? stating that such contracts 
are not sufficient to prove donative intent, but that declarations of the 
depositor and other actions in connection with the deposit are sufficient 
evidence of intent to make a gift. It should be noted that the evidence 
concerning donative intent was consistent with the terms of the joint 
account agreement. Consequently, the ultimate decision could be sustained 
by either a gift theory or by application of contractual principles. 

In Bolton v. Bolton,’ the court was required to construe a note con- 
taining the phrase “. . . we promise to pay to the order of Alexander 
Bolton or wife... .” There was no other language indicative of joint 
ownership nor any provision for right of survivorship. In order to ascertain 
the meaning of the language, the court considered the surrounding circum- 
stances and concluded that no co-ownership was intended. The court 
stated that donative intent is required to support co-ownership; however, 
the evidence admitted did not prove this intent. Here also the evidence was 
consistent with the language used in the note. Therefore, the evidence 
admitted did not necessarily contradict the terms of the agreement. Never- 
theless, the court in the instant case relied upon the language in the Bolton 
case as authority to allow admission of evidence to contradict the terms 
of the deposit agreements. 

In Illinois Trust and Savings Bank v. Van Vlack, the court stated 
that the right to funds of a joint account is not created by virtue of a gift 
but rather by virtue of a lawful contract of deposit, and held that the 
survivor in that case was entitled to the funds. Thus donative intent was 
not considered important. The dissent argued that no joint tenancy 
existed because there was no valid gift, and maintained that if a gift theory 
were applied the result would be altered. Consequently, the statement from 
the majority opinion that: “.... under the contract shown by the writing 
the right of the parties in the deposit was equal and evidence of the incon- 
sistent words or acts of the parties is not competent” ® embodies the very 
essence of the decision. However, the court in the instant case termed that 
statement inadvertent. 

Other cases, besides those relied upon by the court in the instant 
case, indicate that contractual principles apply to joint account agree- 
ments. In Johnson v. Mueller, the parties did not sign a joint deposit 


” 


7194 N.Y. 49, 86 N.E. 980 (1909). 
8 306 Ill. 473, 475, 138 N.E. 158, 159 (1923). 
® Tllinois Trust and Savings Bank v. Van Vlack, 310 Ill. 185, 192, 141 N.E. 546, 548 
(1923). 
10 346 Ill. App. 199, 104 N.E. 651 (4th Dist. 1952). 
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agreement. The court held that such a contract is not required and that 
other evidence tending to show creation of a joint account is admissible. 
In Reder v. Reder,4 the court decided that an interest in a joint account 
may be the subject of a gift. However, it decided further that such a 
determination was unnecessary because a valid contract existed and its 
terms controlled the situation. Finally, in Cuilini v. Northern Trust Co.,” 
the court, relying upon the cases discussed, stated that the contract of 
deposit is controlling and that in absence of fraud, duress, or mistake, 
intent is to be deduced only from the terms of the contract. It was this 
approach that the court in the instant case abandoned and impliedly 
overruled.4® However, the court may have been wise to do so. 

In many situations, a joint deposit agreement does not express the 
intent of the parties, and consideration of the surrounding circumstances 
is often necessary to determine the true character of the transaction. If 
contractual principles were applied, a determination of intent of the parties 
would be restricted by the parol evidence rule.* However, the intent of 
the depositor may be given effect through a gift theory.® 

In addition to the evidence problem, the court in Im re Schneider’s 
Estate was disturbed by the requirement of consideration inherent in the 
contract theory.!® As the dissent indicates, the majority was impressed by 
Murray v. Gadsden," which stated that deposit agreements are contracts 
between the bank and the depositors because consideration is present. 
However, where one depositor contributes all of the funds there is no 
mutual consideration to support a contract between him and the other 
joint depositor. Consequently, the deposit agreement is not enforceable 
as a contract among the depositors.18 On the other hand, where both 
joint depositors contribute funds, consideration is present. 


11 312 Ill. 209, 143 N.E. 418 (1924). 

12 335 Ill. App. 86, 80 N.E.2d 275 (1st Dist. 1948). 

13Tn In re Schneider’s Estate, 2 Ill. App. 2d 560, 566, 120 N.E.2d 353, 356 (1st Dist. 
1954), the court stated that: “....In our view the application of the rule announced in 
Cuilini v. Northern Trust Co. not only disregards the equitable rights of the parties but 
makes the law an instrument of injustice and should no longer be followed in cases like 
the instant proceeding.” 

14 See 43 Inx. L. Rev. 874 (1949). 

15 Although a theory based upon the law of gifts, as recognized in Reder v. Reder, 
312 Ill. 209, 143 N.E. 418 (1934) is not wholly adequate (the problem of delivery and 
relinquishment of control by the donor hampers its application) it approximates the 
situation more closely than any other theory. 

16 The court stated that: “If the transfer was by gift, the problem of consideration 
is of course eliminated.” In re Schneider’s Estate, 6 Ill. 2d 180, 184, 127 N.E.2d 445, 448 
(1955). 

17197 F.2d 194 (D.C. Cir. 1952). 

18 The Court in Murray v. Gadsden cited Harrington v. Emmerman, 186 F.2d 757 
(D.C. Cir. 1950) and Castel v. Wightman, 303 Mass. 78, 20 N.E. 2d 536 (1939) and 
stated: “.... We held in the Harrington case that the declaration which put the amount 
in two names, while conclusive between the two (depositors) on one hand and the 
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Where no consideration is present, such as in the instant situation, the 
intent of the donor can be given effect only through application of a gift 
theory. However, the question remains whether or not a joint account 
agreement, supported by consideration, is a contract which controls disputes 
arising among the depositors themselves, and therefore whether or not 
extrinsic evidence, contradicting the terms of the agreement, is admissible. 
It should be noted that there is at least one instance, previously discussed, 
to which by statute contractual principles apply—when the dispute is 
between the bank and the depositors. The instant case applies to disputes 
between depositors where consideration is absent. It does not indicate 
what theory is applicable to a situation where consideration is present 
between the depositors. 

June HELMIG 


JURISDICTION—Alignment of Husband and Wife in Suits Based on 
Diversity. (Federal) 


James and Martha Green made reciprocal wills establishing testamen- 
tary trusts. The trusts gave their sons Herschel and Oscar a life interest, 
and the children of Herschel and Oscar a vested remainder. The trust of 
Martha, however, also gave a contingent life interest to the wife of either 
son should that son die without children. Herschel was named trustee under 
both wills. Oscar, living in Texas, sought an accounting in the federal 
district court naming Herschel and his wife as defendants. After two 
years of litigation,! Herschel moved to dismiss on the ground that since his 
wife had a contingent interest as a contingent remainderman she should be 
realigned as a party-plaintiff in any action against a trustee. Therefore, 
Herschel contended, with an Illinois plaintiff (his wife) and an Illinois 
defendant (himself) there would be no diversity of citizenship and the 
federal court would lack jurisdiction.2 The district court dismissed the 
motion. On appeal, held: Affirmed. In a suit based on diversity, the 


building association on the other, was not conclusive between the individuals as to 
whether a present gift has been intended.” Murray v. Gadsden, supra note 17, at 203. 

1On January 9, 1952, the amended complaint was filed. On February 2, 1952, the 
defendant answered and filed a counterclaim. On February 20, 1952, the plaintiff 
answered the counterclaim and replied to the defendant’s answer. On October 27, 
1952, evidence was taken and the defendant resigned as trustee. On December 17, 1952, 
the court ordered an accounting within 10 days. On August 3, 1953, the court ordered 
the defendant to cease interfering with the supervision of the new trustee and to de- 
liver up trust property within 20 days. Trial was set for September 3, 1953. On Decem- 
ber 9, 1953, defendant moved to dismiss. On January 6, 1954, the district court denied 
this motion and the appeal in the instant case followed. 

2 To sustain jurisdiction, all parties on one side of the controversy must be citizens 
of different states from all parties on the other side. Strawbridge v. Curtiss, 7 U.S. 267 
(1806). 
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court will align the parties according to their real interests.2 Green v. 
~ Green, 218 F.2d 130 (7th Cir. 1955).4 

The court in the instant case was faced with an unusual conflict of 
interests. On one hand, the trustee’s wife had a contingent interest in the 
trust res which would be enhanced if her husband, as trustee, were ordered 
to restore funds to the corpus of the trust. This interest would indicate 
that the wife should be aligned as a plaintiff. On the other hand, the wife 
also had an interest, based on her marriage, in the outcome of the suit as 
it might adversely affect her husband. If the court considers only this 
husband-wife interest, the wife would be aligned as a defendant. After 
weighing the interests, the court determined that the marital interest was 
more important than the wife’s possible financial gain as a contingent re- 
mainderman. 

If legal considerations are dismissed, it is easy to appreciate the court’s 
practical approach to this problem. By aligning the wife as a defendant with 
her husband, the court keeps everything “in the family.” An examination of 
various legal principles, however, indicates that the wife would have been 
more properly aligned as a plaintiff. In her own right, the wife could sue 
her husband to restore the corpus of a trust.5 The wife has an interest in 
the trust in question which, according to the allegations of the complaint, 
has been seriously depreciated. It is difficult to determine on what legal 
principle the court relies in classifying the wife as a defendant. Of course, 
under common-law principles, the unity of husband and wife made a 
judicial decision against the husband binding on the marriage union.® 
However, the Married Women’s Acts? have freed the estates of married 
women from the liabilities of their husbands. A wife is no longer liable 
for her husband’s debts,® and will not be affected by a judgment against 
him.!° On what possible basis then does the court align the wife with 
her husband? Naturally, the spouse will be sympathetic with her husband’s 


3’ The court first held that the wife was not a necessary party. This follows the 
rule of Elmendorf v. Taylor, 23 U.S. 152 (1825), which states that whether a person 
having an interest in a property the subject of litigation is a necessary party is within 
pt _— of the court. Suburban R.R. Co. v. Chicago, 204 Ill. 306, 68 N.E. 422 

* Cert. denied, 349 U.S. 917, 75 Sup. Ct. 606 (1955); rehearing denied, 349 US. 
948, 75 Sup. Ct. 870 (1955). 

5 Iti. Rev. Stat. c. 68, § 10 (1955). 

® Under the common law, the wife’s entire estate belonged to her husband. Jacoss 
& GorpBeLt, Domestic RELations 539-540 (1952). 

TItt. Rev. Stat. c. 68, §§ 1-21 (1955). 

81d. 8 5. 

® Huntington v. Saunders, 120 U.S. 78, 7 Sup. Ct. 356 (1887); Barrell v. Tilton, 
119 U.S. 637, 7 Sup. Cr. 332 (1887); Phipps v. Sedgwick, 95 U.S. 3 (1877); Kennard v. 
Curran, 141 Ill. App. 621 (1st Dist. 1909), aff'd, 239 Ill. 122, 87 N.E. 913 (1909). 

10 Orthwein v. Thomas, 127 Ill. 554, 21 N.E. 430 (1889). 
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position, but it is certainly questionable whether parties should be aligned 
according to their “sympathies.” 

Perhaps the court was primarily influenced by the fact that the plaintiff 
chose to align the trustee’s wife as a defendant, and the wife accepted this 
alignment for a significant length of time. As the court states: 14 


“Under the circumstances, the court should permit her to remain on 
the side where she and her counsel for more than two years thought 
she belonged.” 


Since the conflicting interests in this case offered a reasonable basis for 
aligning the trustee’s wife as either a plaintiff or defendant, the court did, 
in effect, allow the “choice of the parties” to control, although normally 
the court will not be bound by the alignment presented in the pleadings.” 


This decision apparently leaves this phase of diversity in an uncertain 
state. In further cases involving a family relationship what will the court 
decide if the question of realignment is immediately raised? Without the 
time element which obviously influenced the court in this case, will federal 
courts align one spouse with another with only the supposedly abandoned 
principle of husband and wife unity to support their decision, or will the 
courts align the parties according to their legal interests? These questions 
should be carefully considered in future federal decisions concerning 
diversity. 

Daviv DeDoncKER 


TRADE REGULATION—Scope of Union’s Liability Under the Anti- 
trust Laws. (Federal) 


Defendant, a motion picture operators union, refused to furnish pro- 
jectionists to show the motion picture “Salt of the Earth,” thereby forcing 
the theater operators to cancel their contracts with plaintiff, the distributor 
of the motion picture. Plaintiff sued for violation of the Sherman Act,! 
alleging a conspiracy in restraint of trade. Defendant moved to dismiss. 
Held: The existence of a labor dispute which would give defendant the 
immunity from injunctions afforded by the Norris-La Guardia Act? is 


11 Green v. Green, 218 F.2d 130, 145 (7th Cir. 1955). 

12 For diversity jurisdiction, there must be an “actual,” Helm v. Zarecor, 222 U.S. 
32, 32 Sup. Ct. 10 (1911), and “substantial” controversy, Niles-Bement-Pond Co. v. Iron 
Moulders’ Union, 254 U.S. 77, 41 Sup. Ct. 39 (1920). Federal courts have a duty “to 
look beyond the pleadings and arrange the parties according to their sides in the dis- 
pute.” Indianapolis v. Chase Nat’l Bank, 314 U.S. 63, 69, 62 Sup. Ct. 15, 17 (1941). 

126 Strat. 209 (1890), 15 U.S.C. § 1 (1952). 

247 Strat. 70 (1932), 29 U.S.C. § 101-115 (1952). 

“No court of the United States . . . shall have jurisdiction to issue any restraining 
order or temporary or permanent injunction in a case involving or growing out of a 
labor dispute .. .” 47 Stat. 70 (1932), 29 U.S.C. § 101 (1952). 
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first presented in defendant’s brief and cannot be considered on a motion 
to dismiss. [.P.C. Distributors, Inc. v. Chicago Moving Picture Machine 
Operators Union, 132 F. Supp. 294 (N.D. Ill. 1955).3 

The principal case is another instance in which the court is called 
upon to decide the scope of the application of the Sherman Act to unions. 
Though the court makes no final disposition of the case, it is apparently un- 
willing to accept the premise that a union, acting alone, is absolutely 
immune from the Sherman Act. 

The culmination of legislation aimed as prosecuting labor unions from 
the Sherman Act was reached in 1932 with the passage of the Norris-La 
Guardia Act. This act, procedural in nature, deprived federal courts of 
jurisdiction to issue injunctions in cases “involving or growing out of a 
labor dispute.” Though the courts had been unsympathetic to an earlier 
attempt, in the Clayton Act,* to protect unions, Apex Hosiery Co. v. 
Leader, decided in 1940, made it abundantly clear that the Supreme Court 
was now willing to recognize a greater immunity for labor unions. In 
1941 the Court read the Sherman Act, the Clayton Act, and the Norris- 
La Guardia Act as a “harmonizing text” and found that unions were 
immune from criminal conspiracy as well as injunctions when a labor 
dispute existed.® 

In the litigation that has followed the passage of the Norris-La Guardia 
Act, the courts have granted immunity when the action was to induce 
unionization; 7 when the union objective was a closed shop;® and when 
wages and hours were in dispute.® Immunity from the Sherman Act was 
also granted when picketing was aimed at destroying an independent con- 
tractor system of milk distribution; 1° when picketing was to prevent im- 
ports from out-of-town, non-union manufacturers; !! and when negroes 
picketed to induce a retailer to employ negroes in proportion to the negro 
customers in its retail trade.!2 Some of these cases concern disputes beyond 


3 The opinion of the court does not indicate the nature of the Union’s objection 
to the picture. A leader of the A. F. of L. in 1953 requested its unions and affiliates 
to refuse to show “Salt of the Earth” because the picture was anti-American. The New 
York Times, July 21, 1953, p. 18, col. 6. 

438 Strat. 738 (1914), 29 U.S.C. § 52 (1952). 

5 Apex Hosiery C. v. Leader, 310 U.S. 469, 60 Sup. Crt. 982 (1940). 

® United States v. Hutcheson, 312 U.S. 219, 61 Sup. Ct. 487 (1941). 

7 Apex Hosiery Co. v. Leader, 310 U.S. 469, 60 Sup. Ct. 982 (1940). 

8 Brown v. Coumanis, 135 F.2d 163 (5th Cir. 1943); Carter v. Herrin Motor Freight 
Lines, Inc., 131 F.2d 557 (5th Cir. 1942). 

®In re Third Ave. Transit Corp., 192 F.2d 971 (2d Cir. 1951). 

10 Milk Wagon Drivers’ Union, CIO v. Lake Valley Farm Products, Inc., 311 U.S. 
91, 61 Sup. Ct. 122 (1940). 

11 Gundersheimers, Inc. v. Bakery and Confectionery Workers Union, 119 F.2d 
205 (D.C. Cir. 1941). 

12New Negro Alliance v. Sanitary Grocery Co., 303 U.S. 552, 58 Sup. Ct. 702 
(1938). 
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the confines of employer-employee relationships, but they involve what 
historically have been regarded as typical union objectives and deal with 
conventional union methods. They provide ample proof that the courts 
have been willing to enlarge the scope of the immunity given labor unions, 
but fail to give any definitive criteria for the establishment of the outer 
bounds of the immunity. 

The courts have granted injunctions when the “union” was in reality 
an association of independent businessmen,’ and when the union was 
found to be acting in concert with businessmen.'* These decisions appear 
necessary to prevent a wholesale evasion of the Sherman Act by business- 
men. Hence, they too fail to provide any indication of the scope of the 
immunity when a union acts alone. 

In 1945 the Supreme Court decided the case of Hunt v. Crumboch,' 
which seemed to declare that a union, acting alone, was totally immune 
from the sting of the Sherman Act. Therein, the union had put a trucker 
out of business by refusing to supply him union labor and by forcing his 
shippers to ship only by union truckers. The union action apparently 
was prompted by violence and a death during an earlier strike. It is 
difficult to see any motive for the action apart from pure vengeance on 
the part of the union. The opinion leaves a clear impression that the Court 
will not look to the motive but will be satisfied if the union has acted 
alone. 

Three years later, in Bakery Sales Drivers Union v. Wagshal,!® the 
Court did look to the motive for the union action and found that the union 
was attempting to coerce a bakery into paying a disputed bill owing a sup- 
plier. Holding this to be purely a business dispute, the Court allowed an 
injunction to issue. Even here, however, three members of the Court dis- 
sented, unfortunately without opinion. The Sixth Circuit reached the same 
result in a 1954 decision.!7 

It is submitted that a court should look for a bona fide labor dispute 
before granting a union immunity from the operation of the Sherman Act. 
Although it is true that Congress has allowed unions a certain freedom of 
action, the existence of a labor dispute has been made a prerequisite to such 
freedom. The Norris-La Guardia Act defines a labor dispute as “any con- 
troversy concerning terms or conditions of employment”; 1® section 20 of 


13 American Medical Ass’n v. United States, 317 U.S. 519, 63 Sup. Ct. 326 (1943); 
Columbia River Packers Ass’n v. Hinton, 315 U.S. 143, 62 Sup. Cr. 520 (1942). 

14 Brotherhood of Carpenters, AFL v. United States, 330 U.S. 395, 67 Sup. Ct. 775 
(1946); Allen Bradley Co. v. International Brotherhood of Electrical Workers, AFL, 
325 U.S. 797, 65 Sup. Cr. 1533 (1945). 

15 325 US. 821, 65 Sup. Cr. 1545 (1945). 

16 333 U.S. 437, 68 Sup. Ct. 630 (1948). 

17 American Federation of Musicians, AFL v. Stein, 213 F.2d 679 (6th Cir. 1954), 
cert. denied, 348 U.S. 873, 75 Sup. Ct. 108 (1954). 
18 47 SratT. 70 (1932), 29 U.S.C. § 113 (1952). 

















WINTER] RECENT DECISIONS 791 
the Clayton Act requires “a dispute concerning terms or conditions of em- 
ployment.” 1° It would appear that an honest reading of these provisions 
must lead a court to require that the action have at least some impact on 
organized labor. 

With the 1946 amendment to the Wagner Act,?° Congress specifically 
recognized that some labor activities (e.g., secondary boycotts) were so 
detrimental that they could be enjoined regardless of the benefit to the 
union. It is true that the injunction can issue only on the motion of the 
National Labor Relations Board, yet the Wagner Act indicates that Congress 
does not intend that organized labor be completely free from all restraint. 
The labor laws are not so broadly drafted that they manifest an intent to 
govern all union matters only through labor legislation. Hence, the balance 
in determining the scope of immunity from the Sherman Act remains as 
one between the freedom of union action and the public benefits to be 
gained by a competitive economy free from restraint. In striking this 
balance, the Wagner Act, as amended, would appear to tip the scales in 
favor of a workable and objective interpretion of the phrase “labor dis- 
pute.” 

Taking the liberal view of the phrase “labor dispute,” it would seem 
that the union objective should be some labor goal that will have an impact 
on organized labor. The court need not weigh the benefits against the re- 
straint, but some impact should be required. To allow economic restraint 
when organized labor stands to achieve no material benefit would seem to 
allow an evil without any offsetting good. 

The principal case would appear to be an instance wherein the union 
has no bona fide objective. The impact of the union’s action would seem to 
lack any significance that could be classified as distinctively labor. If the 
goal is the suppression of communistic propaganda, then it is a concern of 
the general public. The union will be affected only as a segment of the 
public. It would appear that the action in the principal case should fail to 
qualify for immunity from the Sherman Act. 


Date H. Hoscueir 


19 38 Stat. 738 (1914), 29 U.S.C. § 52 (1952). 
2061 Stat. 136 (1946), 29 U.S.C. § 151-167 (1952). 
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